REPORT OF THE INTER AGENCY COMMITTEE 
ON THE STUDY OF INTEREST RATES* 


Agencies Represented: 

National Economic Council 
Department of Finance 
Central Bank of the Philippines 
Presidential Economic Staff 
Development Bank of the Philippines 
Board of Investments 


"‘Transmitted to the National Economic Council on March 
12, 1971 by Chairman Gerardo P. Sical. 



NATIONAL ECONOMIC COUNCIL 
Republic of the Philippines 
MANILA 


The Honorable Members 
National Economic Council 


Gentlemen: 

It is a pleasure to transmit to the members of the National 
Economic Council the report of the Inter-Agency Committee on 
interest rates. This study on a major item of policy, however, 
requires follow-ups via corrective legislation, and knowledgeable 
corrections to legislation can only be made from a clear understanding 
of the major economic processes related to the case in question. This 
case concerns the matter of a realistic interest rate policy. 

Early in November 1970, 1 initiated the creation of an 
Inter-Agency Committee on the study of interest rates and secured 
the cooperation of the Secretary of Finance, the Director-General 
of the Presidential Economic Staff, the Central Bank Governor, the 
Chairman ot the Development Bank ot the Philippines, and the 
Chairman ol the Board of Investments in the appointment of 
technical members' to the Committee. 

By November 18, the technical study committee had begun 
official work under the terms o! reference stipulated in a memoran¬ 
dum issued by the undersigned. The reports of the agencies 
represented in the committee were arrived at after several meetings 
at the National Economic Council, and these reports were con¬ 
solidated into a final draft at the Presidential Economic Staff. 


Sincerely yours, 


GERARDO P. SICAT 
Director-General 






(Excerpts from the Minutes of the 111th Meeting of the National 
Economic Council held on February 4, 1972) 
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On motion duly seconded, 

BE IT RESOLVED, as it is hereby resolved, that the 
National Economic Council take note, as it is hereby noted, 
of the “Report of the Inter-Agency Committee on the Study 
of Interest Rates;” 

RESOLVED, FURTHER, to authorize the* publication 
of said Report together with the articles entitled “Towards 
a Flexible Interest Rate Policy or Losing Interest in the 
Usury Law and “An Appraisal of Usury Laws” by Messrs. 
Gerardo P. Sicat and Vicente Abad Santos, respectively, subject 
to the conditions: (1) that it be made clear in the publication 
that the study does not make any specific proposal; and 
(2) that the study is just to arouse increased public aware¬ 
ness of the interest rates problem and to get the necessary 
feedback from the public in time for the NEC to make 
recommendations upon receipt of the report of the joint 
Central Bank-International Monetary Fund banking survey 
group; and 

RESOLVED, FINALLY, to give the CHAIRMAN, as 
he is hereby given, a vote of confidence in the said publi¬ 
cation. 

APPROVED UNANIMOUSLY, February 4, 1972. 
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SUMMARY OF THE REPORT OF THE INTER-AGENCY 
COMMITTEE ON THE STUDY OF INTEREST RATES* 


1. The Committee undertook an evaluation of the implications 
of the Anti-Usury Law (as amended), and of the interest rate 
structure and credit/financial policies associated with it, for the 
domestic savings and capital formation effort; the development of 
financial institutions, markets and instruments; and the allocation 
of resources of the country. 

2. The study finds that the Anti-Usury Law, which was originally 
enacted as a protective measure, has been primarily responsible fo r a 
rigid interest rate policy. A policy instrument which otherwise would 
be a potent, effective measure for stabilization and accelerated 
development has been rendered virtually inoperative such that the 
monetary authorities have had to rely on other less effective 
instruments. 

3. The Anti-Usury Law generates a rigid, inefficient interest rate 
structure. Consequently the capital market is distorted; accumulated 
savings are partly channeled away from investment and capital 
formation; the structure and pattern of capital formation does not 
conform to a truly efficient, dynamic investment-mix; the develop¬ 
ment of financial institutions crucial to efficient channeling of 
savings into capital formation is hamstrung by the size of, and 
volume of funds available in, the unregulated markets; and, in 
conjunction with other credit, foreign exchange, tariff and fiscal 
policies, the allocation and use of resources and production factors is 
so distorted as to lead to a growth rate lower than our full potential. 

4. As a consequence of the operation of the Anti-Usury Law and 
the concomitant rigid interest rate structure, there is substantial 
divergence between nominal or statutory interest rates vis-a-vis 
effective actual interest rates. These divergences create conditions 
which are conducive to discriminatory pricing and to credit allocation 
which is not consistent witli priority rankings. 


*Thc Committee is composed of representatives from the National Economic Council, 
Department of Finance, Central Bank, Development Bank of the Philippines, Presidential 
Economic Staff, and the Board of Investments. The Report was made public on March 12, 
1971 by the Chairman of the National Economic Council in the meeting of the Council. 



5. Accordingly, there exist compelling, urgent reasons and justi¬ 
fication for the adoption of a flexible interest rate policy. The 
Report, therefore, supports the Interest Rate Adjustment Act 
proposed by Senators Diokno and Teves. As regards this proposal we 
submit the following considerations: 

a. We have found that effective rates of interest exceed 
nominal rates by the additional service fees and charges collected. 
It is proposed that the maximum interest rate ceilings should take 
these hidden charges into account, so that nominal rates will be 
the same as effective rates. This may involve setting ceilings higher 
than those proposed. 

b. With regard to changes in ceilings the gradualist approach 
proposed may create adjustment problems, where borrowers will 
want to press their claims in the earlier period, when rate increases 
are still low, while lenders and depositors will prefer to withhold 
releases and placements until the full rate increases are in effect. 
Therefore, this'approach is not conducive to stability. 

c. Substantial increases in the magnitude and flow of funds 
are anticipated, and interest income should increase corresponding¬ 
ly. The proposed legislation should make provision for reporting 
of interest income; financial institutions involved may be made to 
report annually to the BIR the interest income earned by clients, 
identified by their taxpayer identification numbers. 
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REPORT OF THE INTER AGENCY COMMITTEE 
ON THE STUDY OF INTEREST RATES 


I. Introduction 

A Special Inter-Agency Technical Committee on the Study of 
Interest Rates was created on November 18, 1970 for the following 
principal objectives: 

1. To study the economic implications of the present structure 
of interest rates and of a flexible interest rate policy on 
savings and capital formation and on various types of financial 
institutions and markets: 

2. To document the interest rate reform experience of other 
developing countries; 

3. To consider various methods, well-known in financial circles, 
for circumvention of the anti-usury law and to estimate 
resulting effective rates of interest; and 

4. To make corresponding recommendations for government 
policy action, especially in the context of the Diokno-Teves 
interest rate reform bill. 

The Technical Committee’s membership consists of representatives 
of the Central Bank, Department of Finance, Development Bank of 
the Philippines, Board of Investments, National Economic Council 
and Presidential Economic Staff. 


II. The Anti-Usury Law 

The Anti-Usury Law (Act No. 2655, as amended), which was 
enacted in 1916, imposes statutory ceilings on interest rates which 
may be charged on loans: 12 per cent per annum on guaranteed 
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loans, and 14 per cent per annum on non-guaranteed loans. 1 An 
effective ceiling on interest rates for deposits is thereby also imposed. 

It is interesting to note that our Legislature, in enacting a law 
on usury, found its model precisely in the laws of those states 
(in U.S.A.) where the provisions on the subject are most rigorous. The 
illegality of usury is now wholly a creature of legislation. In the 
absence of a statutory restriction, parties may contract for interest 
in any amount which they see lit and the resulting contracts would 
be valid and enforceable; and the restriction of the price to be paid 
for the use of money becomes purely statutory here, there being no 
usury in the absence of a statutory restriction. Hence, usury statutes 
are to be regarded as in derogation of the common law and as a 
restriction upon the freedom of contract. 

The Legislature lias the power to enact laws prescribing a maximum 
rate of interest for the forbearance, use, or loan of money. This 
power is sustained by the courts on grounds of public policy, and as 
being within the police power of the state. 

Usury laws are enacted for the protection of the borrower and 
for the prevention of extortion and unjust oppression by unscrupulous 
persons who are ready to take undue advantage of the necessities 
of others. They proceed on the theory that a usurious loan represents 
an inequality in the relation of the lender and the borrower, for the 
latter’s necessities deprive him of freedom on contracting and place 
him at the mercy of the lender. In theory, the borrower is put by 
such laws in the same category with persons under legal disability to 
contract, such as infants, femes coverts, and persons non compos 
mentis. And to attain this purpose of protecting the borrower, the 
Usury Law has (1) imposed penalties as punishment on those who 
violate the law by contracting for a prohibited rate of interest, and 


•Interest is the compensation allowed by law or fixed by the parties for the use or 
forbearance or detention of money. 

Interest may be classified into simple, compound, legal, lawful, and usurious interest, 
(a) Simple interest is that which is paid for the principal or sum lent, at a certain rate or 
allowance, made by law or agreement of parties, (b) Compound interest is interest upon 
interest, where accrued interest is added to the principal sum, and the whole treated as a 
new principal, for the calculation of the interest for the next period, (c) Legal interest 
is that rate of interest at 6 per cent per annum which will prevail in I lie absence of any 
special agreements as to the rate between parties, (d) Lawful interest as distinguished 
from “legal interest" means the rate of interest prescribed by the law as the highest which 
may be lawfully contracted for or exacted; however, w lie re there Ls no express stipulation 
as to a named rate, the term “lawful interest" is synonymous with legal interest, (e) Usurious 
interest is that which is paid or stipulated to be paid beyond the rate of interest established 
by law. 
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(2) fixed regulations in accordance with which contracts for the loan 
or forbearance of loan of money shall be made. 

In addition, R.A. 3765 (Truth in Lending Act) established the 
policy of protecting citizens from a lack of awareness of the true 
cost of credit to the users, by assuring a full disclosure of such cost, 
with a view to preventing the uninformed use of credit to the 
detriment of the national economy. 

The Monetary Board of the Central Bank is empowered to prescribe 
the appropriate rules and regulations to carry out the provisions of 
the law. 

The principal feature of the law is that creditors must furnish to 
borrowers, prior to the consummation of the credit transaction, 
clear and full disclosure of the finance charges incidental to the 
transaction. Finance charges include interests, fees, service charges, 
discounts, and such other charges incident to the extension of credit 
as the Board may by regulation prescribe. The creditor must furnish 
written information on the following: 

(1) the cash price or delivered price of the property or service 
to be acquired; 

(2) the amounts, if any, to be credited as down payment and/or 
trade-in; 

(3) the difference between the amounts set forth under 
clauses (1) and (2); 

(4) the charges, individually itemized, which are paid or to 
be paid by such person in connection with the transaction but which 
are not incident to the extension of credit; 

(5) the total amount to be financed; 

(6) the finance charge expressed in terms of pesos and 
centavos; and 

(7) the percentage that the finance charge bears to the total 
amount to be financed expressed as a simple annual rate on the 
outstanding unpaid balance of the obligation. 

The borrower whom the Law intends to protect is an individual 
who for one reason or another cannot meet some urgent financial 
need for personal use or for the requirements of a business in 
distress. An example of this borrower is a family man who has to 
meet unexpected medical expenses or one who has suffered a crop 
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failure. Charging a high rate of interest in these circumstances has 
moral implications, hence the penal nature of the Law. It is clear that 
only a small proportion of credit is granted to borrowers of this 
type. Credit is used to finance production and purchase of consumer 
goods. An evaluation of the Usury Law must therefore be made 
within the context of the whole market for credit, otherwise known 
as the capital market. We find that not only does the Law affect the 
supply and allocation of credit; it also contributes to the maintenance 
of the unorganized (or unregulated) market for credit in which usury 
is practiced, which market is the main source of credit for borrowers 
whose credit needs cannot be accommodated within the organized, 
regulated financial sector. 

It is clear that the Law was designed to protect the borrower. In 
the context of the development problems faced by the country, it 
is timely to consider how effective the Law has been in achieving its 
protectionist goal, and whether or not the Law is conducive to acce¬ 
lerating our economic development. 


III. Developmental Considerations 

Since capital formation is a central aspect of economic develop¬ 
ment, the character of the mechanism that finances it, as well as the 
techniques by which sources of capital funds are mobilized, deserves 
a great deal of attention. 

The financial structure of a particular country at a given point 
in its development path is a combination of alternative techniques 
for eliciting savings and allocating this economic surplus to capital 
formation. These alternative techniques consist of the following: 

a. Internal finance - 

(i) self-finance 

(ii) inflationary processes 

(iii) taxation 

(iv) central planning 

b. External finance — 

(i) financial intermediation 
(ii) foreign loans, investment, and aid. 
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There is a financial dualism that exists in a typical underdeveloped 
country. On the one hand, there is an organized financial market 
catering to the linancial intermediation needs of the modernizing, 
industrial/urban sectors of the economy. Contemporaneously, an 
unorganized (or, more precisely, unregulated) financial market 
coexists, supplying the need for financial sendees of the tradition- 
bound, subsistence (agricultural/rural) sectors. The latter, which is 
generally larger, thrives and can compete effectively against the 
organized/regulated financial sector. 

The scarcity of any commodity, in relation to the demand for it, 
is reported in an economic system by its price. The price of savings 
in real resource terms takes the form of an interest rate corrected for 
price inflation against which savers demand protection: the “real 
rate of interest” is a free-market rate less the anticipated rate of 
inflation, which is often estimated from recent, realized rates of 
inflation. 

There are three fundamental interest rates. One is the “deposit” 
rate, which rewards savers for relinquishing resources. The second is 
loan rate which tells investors how scarce savings are. The margin 
between these two rates is also an interest rate which rewards 
resources that are used in the intermediation between savers and 
investors. 

Savings release real resources for capital formation. Savings of 
business firms and unincorporated enterprises are generally used for 
the self-financing of capital formation in the private sector. Savings 
of the government in the form of current surplus in the budget are 
used for the partial self-financing of capital formation in the public 
sector. Savings ol households are used tor acquisition of durable 
assets and for capital formation in the public and private sectors via 
financial intermediation. 

Savings and time deposits have shown rapid growth over time, 
rising from an average of 21.67 per cent of GNP in 1955-58 to an 
average of 29.47 per cent of GNP in 1967-70. The growth in personal 
income and the rise in nominal interest rates were both significant 
determinants of the growth in deposits. The negative effect of 
increasing price levels, which showed a moderate growth per annum, 
was minimized. 

These suggest that responsive, flexible nominal interest rates can 
be an effective policy tool for changing the composition of savings 
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and channeling them into financial forms. The Anti-Usury Law, which 
places a ceiling on nominal interest rates, is therefore likely to 
inhibit the growth of deposits and the monetization of savings in the 
near future since interest rates are approaching the statutory 
maximum. 

Moreover, the more rapid advance in price levels may be expected 
to dampen the growth in savings and deposits. Whenever the rates of 
increase in price levels exceed nominal interest rates on deposits, 
actual and potential depositors face a negative nominal and real 
rate of return on their monetized savings. Fixing nominal deposit 
rates low gives actual and potential savers the impression that savings 
are relatively abundant and unwanted. 


IV. The Capital Market 

In analyzing usury legislation and other legislation or policies 
affecting the cost of credit and capital, it is important to have a clear 
understanding of the functioning of the capital market. 

The capital market is the market for short-, medium-, and long¬ 
term credit Credit is any claim by one party against another. The 
claim of one (an asset) is the liability of the other. Financial insti¬ 
tutions specialize in the function of pooling the savings of the 
population and channeling them into investment and other expendi¬ 
tures. A clear example of this function is that found in the operation 
of a commercial bank. Financial institutions also supply wealth- 
holders with different forms of claims varying in degrees of liquidity 
(cash convertibility without loss) and riskiness. 

In this capital market, not all savings are channeled to investment 
through the financial institutions. Some individuals directly lend, or 
buy bonds and equity shares. The proportion of savings that passes 
through these institutions varies in direct relation to the level of 
development of a country as well as to the pi 'dominant form of its 
economic and market organization. Hence, in centrally-planned and 
centrally-directed economies, the proportion of available savings 
channeled to investments via tlie financial institutions is lower 
compared to that of a country relying more on market forces for 
the allocation of resources. 
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We can picture the capital market as follows: 


Savings 

Wealth 


Capital Market Claims or Assets 


I. Organized Market 

a) Private financial 
Institutions 

Commercial Banks demand deposits 

Savings and Loans 

Banks savings deposits 

Development Banks time desposit 

Consumer Finance 

Companies Financial claims, 

like Bancom 
papers 


Forms of Credit 


direct loans 
bonds 

equity shares 
consumer credit 


b) Government Finan¬ 
cial Institutions 

DBP 

PNB 

GSIS 

SSS 

ACA (not a finan¬ 
cial institu¬ 
tion but with 
banking 
function) 

II. Unorganized Market 

Middlemen 
Landlords 
Pawnshops 
Private Individuals 


V. Effects of the Anti-Usury La, ’ and a Rigid 
Interest Rate Policy 


Financial Markets 

The Anti-Usury Law imposes ceiling rates on one form of 
credit-direct lending. This stipulation for one form of credit out of 
many other forms amounts to effective discrimination against direct 
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lending, since the rate of interest on the other forms of credit is free 
to fluctuate. 2 

At the same time, the implementation of the Law is simply 
non-existent in the unorganized sector of the capital market. It is 
practically impossible to supervise the lending activities of private 
individuals. Like any developing economy, the Philippines still has a 
substantial unorganized market for goods and credit. Farmers borrow 
from their landlords and middlemen; individuals accommodate 
friends and relatives. The interest rates these lenders charge are 
simply usurious, or are hidden in the form of price differential 
between sale on credit and sale made on cash. 

Interest rates in the unorganized or unregulated financial markets 
are extremely high. It is anticipated that a flexible interest rate 
policy, whereby nominal regulated interest rates would be allowed to 
seek an approximation of their true scarcity value, would cause the 
unregulated financial market to shrink in its size relative to the 
organized financial market. Obviously this would help bring about a 
situation where monetary authorities can effectively exercise control 
over the liquidity of the economy. 

Holders of liquid funds face a fairly wide set of alternative types 
of financial assets into which liquid funds may be transformed. Cash 
and demand deposits yield zero monetary return. Savings and time 
deposits yield a financial return, which at present is about 12-15 per 
cent less than the rate of price inflation. Bank acceptances and 
government securities yield a financial return which ranges from 
25-i 00 per cent more than the return on savings and time deposits. 
However, this market is narrow and restricted since placings are in 
blocks of fairly large minimum amounts. The stock market, real 
estate, and jewelry are other alternative forms of asset-holding. 

The spread between deposit rates vis-a-vis loan rates constitutes 
a gross rate of return on financial intermediation. The effective 
intermediation rate substantially exceeds the nominal rate because 
effective loan rates of interest are really much higher than nominal 
loan rates. 

In the organized market, the Law is circumvented by charging 
effective rates in excess of the nominal rates in the form of service 

-If the paper or bond is sold at less than par value, the effective rate will he higher than 
the stated raics. For example, a bond with par value of 1*100 and stated rate of 10 per cent, 
if sold at say 1*90, will have an effective rate of 1* 10. 
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charges and other arrangements, such as deducting the interest for 
the year at the time of release of the loan instead of at the end of the 
year, or redepositing the loan in the same bank. 

The effective interest rate on loans exceeds the nominal rates 
primarily because of the statutory ceilings imposed by the Anti-Usury 
Law. The effective loan rate and the yield rate on treasury bills and 
other commercial papers represent closer approximations of a 
market rate of interest on loans. 

Moreover, certain studies indicate that the net rate of return on 
equity, on the average, is about 17-18 per cent per annum, a rate 
which is not far in excess of estimated average effective loan interest 
rates of 15-18 per cent per annum. 

The government has the policy of guaranteeing the price of long¬ 
term government bonds. These bonds have stipulated rates of interest 
and prices. Given that the price is fixed, the effective rate is equal to 
the stated rate. The fixing of the price amounts to the fixing of the 
rate of interest at 7 per cent or lower for some government bonds. 

The Central Bank affects the supply of credit of commercial and 
other banks since it imposes a ceiling on their deposit rates. The legal 
ceiling on interest rates influences policy-makers when they choose 
the interest rates to charge to subsidized credit, the deposit rate of 
banks and the rediscount rate of the Central Bonk. 

It must be understood that the Anti-Usury Law will have an impact 
on the supply, cost and allocation of credit if indeed the market rate 
of interest is above the statutory rates. If the statutory rate were, say, 
600 per cent (the maximum effective rate observed) the Law can be 
ignored since the market rate will be below the statutory rate (see 
Table 1). Market forces will prevail in this case. However, there are 
indications to show that the various interest ceilings, namely, the 
lawful ceiling on direct lending, the Central Bank ceiling on deposit 
rate and its rediscount rate, are below the market rates. 

The effective rates on forms of credit other than direct lending 
exceed the statutory, nominal rates as shown in Table 1. An 
examination of the effective rates charged by commercial banks on 
direct lending shows that these are slightly higher than the statutory 
rates. Treasury bills whose price is allowed to fluctuate have an 
effective rate of as high as 16 per cent whereas long-term government 
bonds have fixed rates of 4 to 7 per cent. 
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We can therefore assume that the Anti-Usury Law and interest 
regulations impose ceiling rates below the market rates. 

Table I gives the statutory and effective rates of interest on various 
forms and sources of credit. 


TABLE l 



Statutory Rates 

Per Cent Per Annum 

Effective Rates 

Per Cent Per Annum 

Commercial banks 

9-14 

12.18-16.78 

Rural banks 

12-14 

15-18 

Development banks 

12 

15 

Investment banks 
Government-financed 

9-12 

13-15 

institutions 

9-12 

14-16 

Insurance firms 

12-14 

28-32 

Consumer finance 

12-14 

45-60 

Unregulated markets 


60400 

Commercial paper* 
Government securities:* 

9.75-11.75 


Short-term bills 

10-14 

16-18 

Medium-term notes 

7-10 


Long-term bonds 

7 



Source: Refer !o Appendices 

*lf the paper or bond is sold at less than par value, the effective rate will be higher 
than the slated rate. For example, a bond with a par value of 1*100 and stated rate of 
1 0 per cent if sold at, say, POO, will have an effective rate of = 11.1 per cent. 


Resource Allocation 

Capital formation is financed by a combination of undistributed 
profits, equity funds and bank loans. 

The loan interest rate indicates the scarcity of savings to investors 
who would draw upon released existing resources to accumulate new 
capital. It guides investors in selecting those items of capital that will 
yield a rate of return at least equal to the price of savings. 

The tax.and investment incentives now available affect the financing 
of capital formation significantly. On one hand, the effective cost 
of capital funds is reduced since access is opened to domestic and 
foreign sources of financing at prices which are in effect subsidized. 
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On the other hand, the incentives affect the various components of a 
project’s cash flows such that the opportunity for a greater volume 
of self-finance is made available. 

In general, nominal loan interest rates for investment funds are low 
relative to the rates of return on invested capital; and this is true 
for a large majority of industry sectors. An increase in loan rates 
would cause an upward adjustment in the cost of capital. This 
re-adjustment may be desirable, to the extent that it leads to a 
more rational, efficient allocation that truly reflects relative scarcities 
of factors and resources. 

Industrial production in the Philippines is characterized by 
relatively high capital intensity and heavy import dependence. 
Moreover, in the context of the comparatively high growth rate of 
capital formation accompanying the low growth rate of productivity, 
the Philippines has apparently failed to harness and take advantage 
of the contribution to productivity growth that technological 
progress can make. 

These considerations indicate the possible existence of resource 
malallocation. Financial policies which have kept the effective cost 
of capital (both domestic and foreign components) artificially low 
have been responsible for the heavy import dependence and high 
degree of capital intensity of industrial production. 

In addition to the Usury Law, there arc policies and Central Bank 
regulations that affect the supply, cost and allocation of credit. In 
pursuing the goal of economic development, great pressure is exerted 
on tlie capital market to supply more capital for investment and to 
allocate available capital efticiently. Accordingly, the government has 
adopted policies which have affected directly or indirectly the supply, 
cost anti allocation of capital. In the field of foreign trade, we have 
adopted, among others, protective tariff, foreign exchange controls 
and fixed exchange rates. These measures have made imported 
capital goods cheaper to the industries that arc giver tax exemptions 
and other tax privileges. The policy to develop rural banking and 
agricultural areas includes the provision of cheap, subsidized credit 
for agricultural production. The same artificial cheapening of credit is 
done through the government financial institutions: the DBP, the 
PNB, the GSIS, SSS, and through non-financial agencies like ACA 
and farm cooperatives. On the other hand the Minimum Wage Law 
raises the average wage and, therefore, the cost of labor relative to 
capital and other factors of production. 
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Loans granted to “priority” investments or obtained through 
government financial institutions are subsidized to the extent of the 
difference between the interest charged by these institutions and the 
interest prevailing in private institutions for similar loans. Protective 
tariffs and overvalued domestic currency understate the cost of 
capital to those industries that import capital and enjoy this 
protection. For example, given an equipment valued at a dollar price 
of S1,000, where the currency is overvalued by 50 per cent, an 
investor, wanting to import such equipment, could borrow from the 
Development Bank of the Philippines at 10 per cent interest rate per 
year whereas he would have to pay 15 per cent if he borrowed 
elsewhere. 

He pays for the import 1*4,000 when the actual cost is 1*6,000. He 
pays an interest rate of 10 per cent or 1*400. If he borrowed from a 
private institution he would have paid ‘P600 for interest on the loan 
of 1*4,000, and P900.00 on a loan of’P6,000. The actual cost to him 
of the capital is 1*4,400, the economic cost is 1*6,900, and the total 
subsidy is 'P6,900 - 'P4,400 = 1*2,500; the rate of subsidy is 

6 ? 900 = Some of these subsidies associated with the exchange 

rate have now been removed by the floating rate policy, but still the 
tariff structure and some tax exemption laws give a measure of 
subsidization. 

Absorption of the unemployed labor force and new additions to 
it, and economic growth at less than full potential, will continue to 
be problems so long as policies affecting investment decisions favor 
capital deepening rather than a balanced use of labor, technology, 
and capital as the primary mechanisms for accelerating development. 


Credit Policies and the Allocation of Credit 

Until the establishment of the Board of Investments where 
common criteria for investment apply to project applicants, credit 
policies were geared towards the stimulation of specific industries - 
in the early 1950’s, the import-substitution industries; in the early 
1960’s, agriculture; and now, the export industries. There was no 
attempt to consider complementarities of production, linkage effect, 
foreign exchange constraints, and other problems inherent in the 
process of development. 
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The artificial lowering of the cost of capital naturally results in an 
excess demand for capital, which then has to be rationed. It is most 
likely that the artificial lowering of the interes f rate benefits 
investment other than those that should be given priority. 

The impact of the Anti-Usury Law on the allocation of credit by 
private financial institutions is more difficult to assess. Because of the 
interest rate ceiling, direct lending has not been the most attractive 
way of granting credit in the organized market unless the law can be 
circumvented. Financial institutions will only be able to lend safely 
to short-term borrowers when the interest rate is at or below the 
statutory rate. Loans to projects of longer maturity and of higher 
risk which have to be charged a higher rate cannot be accommodated 
by the banks. 

With respect to the unorganized market, the actual rate will depend 
on how effectively the creditors can circumvent the Law. It is 
observed here that creditors in the unregulated market charge what 
we term as usurious rates. A brief discussion of the unorganized 
market is found in Section V of the Technical Appendix. 

Borrowers who are barred from obtaining credit at the subsidized 
rate, or at the statutory rate from private financial institutions, are in 
a way discriminated against. These may be borrowers who have no 
political or personal influence, small borrowers, borrowers in rural 
areas where bank m 1 other financial institutions are not in existence 
or have limited ca .’lions, and borrowers who cannot provide the 
needed collateral c ^mirity. To some extent there is discrimination 
against the poor for diese are the uninfluential and small borrowers 
who are out of reach of government and private institutions. The 
farm household survey conducted by the Bureau of the Census 
and Statistics in 1961 showed that 56 per cent of loans in the rural 
areas was granted by creditors in the unregulated market. The Survey 
also showed that the loans were mostly small in amount, since 90 
per cent of the total number of loans was given in this market. 
However, the financial market has expanded since the Survey was 
taken and we would expect some improvement in the availability of 
organized credit in rural areas. 

The Allocation of Savings and Wealth Among Different Forms of 
Assets 

Savings and the stock of wealth can be held in different forms 
of assets. Since wealth owners have varied requirements for cash, 
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they do not have to hold all their wealth in this non-earning form 
of asset. They may diversify their assets in order to minimize risk 
and maximize their returns. What they will hold of each asset such 
as cash, saving and time deposits, inventory, bonds, equity shares, 
real estate, jewelry, and others, will depend on their cash require¬ 
ment, the riskiness of the asset, the marketability and the returns. 
If the returns on other forms of assets of equal degree of risk and 
cash convertibility are higher than on savings and time deposits, 
government bonds and loans (all having interest ceiling), people will 
tend to hold assets other than these. Some portions of the funds in 
the market, especially of the unorganized market, will not be attracted 
into financial institutions since the rate of interest on direct lending 
is much higher in the unorganized market. Furthermore, people will 
not economize on their holdings of cash balances if the interest they 
forego does not compensate for the cost of financial transactions. In 
brief, the supply of funds in the organized market, especially of 
banking institutions, will be smaller than if the rate were allowed to 
rise to the market-determined level. 

Given the current rates on other assets with which savings and time 
deposits have to compete, the freeing of the rate of interest from the 
various ceilings will most likely result in a higher deposit rale. It is 
not clear, however, whether the lending rate will correspondingly 
increase as the supply of funds increases, thereby putting downward 
pressure on the lending rates. The national average effective rate of 
interest may even decline in the long-run, as the freeing of the interest 
rates will result in the expansion of the organized market, in a cor¬ 
responding contraction of the unregulated market and in a more 
efficient allocation of capital funds. 

Banks may circumvent the regulation. At present individual 
arrangements are made to classify regular deposits as trust certificates, 
and deposits are given other names on which Central Bank interest 
ceilings do not apply. As in the case of subsidized credit, these special 
arrangements are worthwhile making for larger-sized deposits. This 
form of circumvention works in favor of large depositors and, there¬ 
fore, results in some discrimination against the small ones. 


Development of the Capital Market 

In the preceding sections, we found that there are some forms of 
credit which are discriminated against as a result of the various 
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credit policies, the Anti-Usury Law and the interest ceilings on 
deposits. V/e have shown that these ceilings will discourage the growth 
of commercial bank activities and the market for government bonds. 
Among the financial institutions, the commercial banks are the most 
adversely affected because their main functions are covered by 
interest rate regulations. The development of commercial banking is 
especially important in developing economies where the capital 
market is small and where the population has to be educated to 
channel their savings to financial institutions. The banking habit may 
be introduced more through commercial banks (which are familiar 
institutions) than through the holding of government and private 
bonds and other financial claims. We are aware that large areas have 
not been reached yet by financial institutions. These areas are serviced 
mainly by the unregulated market. The inability of commercial 
banks to raise their deposit and lending rates to competitive levels 
will hamper their development. The relative success of rural banks 
should not be mistaken to be the result of market forces; these are 
highly subsidized by the Central Bank. The long-run success of these 
banks will depend on a more rational interest rate policy. 

Government and government-supported institutions are attractive 
sources of finance. This fact prejudices the development of the market 
for bonds and other securities whose rates of interest are determined 
by market forces. Some policies of the government such as the 
Anti-Usury Law and policies of cheap direct lending discourage the 
financing of investments from funds made available by the equity 
market. In brief, financial and credit policy must be such that it 
can bring about a balanced development of the various specialized 
sectors of the organized financial market. 


VI. Rationale for a Responsive Interest Rate Policy: 
Conclusions and Recommendations 

In the course of the study, the Committee identified the following 
major considerations: 

1. Capital is scarce relative to other inputs and is potentially 
very productive in an underdeveloped economy like the 
Philippines; 

2. Real domestic savings to finance capital formation can be 
increased at given income and wealth levels; 
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3. Real rates of interest are crucial for inducing and allocating 
savings, as well as for stimulating intermediation; and 

4. Financial policy should be rendered sufficiently flexible, so as 
to release interest rates from pressure hampering the efficient 
performance of their market functions. 

The study centered on the implications of the Anti-Usury Law and 
credit policies on the functioning of the capital market. This market 
has the important role of channeling savings to investment and 
supplying varied forms of assets in its attempt to meet the credit 
requirements of investors and the corresponding asset requirements of 
wealthholders. The better the capital market is able to fulfill the 
latter role, the more efficiently will savings be directed to investment. 

We find that the Anti-Usury Law obstructs and distorts the 
functioning of the capital market. The most adversely affected are 
the commercial and rural banks which are covered by the Law and 
by the Central Bank regulations on savings and time deposits rates. 
A large segment of the capital market consists of unregulated 
personal creditors. As the organized sector of the capital market 
expands, more varied earning assets will be available to savers and 
wealthholders, thus discouraging hoarding and the holding of jewelry, 
idle land, and other traditional forms of assets. It is reasonable to 
expect that some foreign capital funds will be attracted to Philippine 
financial institutions if the rates they offer are relatively more 
attractive. Capital funds of the organized financial institutions will 
tend to increase; and with more efficient channeling of funds, 
investment may also increase. 

Flexible interest rate policy will positively and significantly 
contribute to a more rational and efficient allocation of factors and 
resources. A realistic adjustment in the cost of capital which more 
closely approximates the true scarcity value of capital will enforce 
a production structure that best combines our existing resource and 
factor endowments, 

In recent years,gross domestic capital formation has been financed 
by gross domestic savings to the extent of 57.4 per cent. The re¬ 
mainder has been financed by foreign capital inflow. An increase in 
the volume of monetized savings (in response to an upward adjust¬ 
ment in deposit rates), together with corresponding institutional 
changes and adjustments, will lessen our dependence on foreign 
capital sources and increase our self reliance. 
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Such a responsive policy will provide the central monetary 
authority with a more effective tool for controlling liquidity in the 
economy and for channeling savings into preferred investment areas. 

A more positive and rational incentive for savings could be provided 
by flexible interest rate policy. Similarly, greater self-reliance ean be 
exercised in financing domestic capital formation. 

As gleaned I rom the growth of dollar-denominatcd deposits, it is 
reasonable to expect that (a) savings now being channeled into the 
unregulated markets and into acquisition of low priority tangible 
assets may be re-channeled through the regulated markets, (b) savings 
kept in overseas depositories may be repatriated into domestic 
financial institutions, and (c) foreign funds may be attracted into the 
Philippines. 

In the event that the expected surge in deposits and loanable funds 
materializes, it is both desirable and necessary to expedite corres¬ 
ponding structural and institutional changes and adjustments. This 
basically involves ensuring that the available funds in financial 
institutions are efficiently channeled into productive investments. 

A closer examination of the operational interrelationships between 
the deposit-receiving institutions and the essentially lending/investing 
institutions is necessary. At the same time, it is probably necessary to 
consider the possibility of permitting commercial banks to move into 
medium- and long-term fund placements, so as to minimize the cost 
of financial intermediation. 

The underlying policy behind the Anti-Usury Law has contributed 
significantly towards the intensification of distortions in the price 
system and market mechanism operating in the Philippines. 

In this environment, there is a marked tendency to allocate and use 
resources in a manner that is not optimal. In fact, the pattern of 
resource use in the Philippines does not appear to be that which is 
most rational and efficient. 

While an inefficient, rigid interest rate policy is only one of the 
policy-impediments to maximal development, it is central to the issue 
because it is a prime determinant of the cost of capital. Accordingly, 
the elimination or minimization of this distorting factor should 
contribute substantially to a more rational and productive allocation 
and use of capital resources among competing investment oppor¬ 
tunities. 

Moreover, a rational and flexible interest rate policy will help to 
accelerate the mobilization of savings for capital formation, since 
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both actual and potential savers will be offered positive, realistic 
incentives to save. In the present situation, the nominal rates of 
return offered on savings and time deposits are low relative to the 
rates of return possible with alternative types of both financial and 
tangible assets. 

We find that the Anti-Usury Law and the credit policies promul¬ 
gated have artificially lowered the rate of interest to borrowers, 
Repeal of the Law will allow the rate to move towards equilibrium, 
such that supply will equal demand. However, the move to repeal the 
law must be accompanied by a thorough-going review of the 
whole credit policy which tends to distort the allocation of capital 
funds especially in government and government-supported financial 
institutions. 

It is quite possible that once the rate of interest is allowed to seek 
its market level, the rates charged by government financial institutions 
will adjust. However, the study also points to the interdependence of 
the various fiscal, foreign exchange, credit, and labor policies and 
the Anti-Usury Law. 

The adoption of a flexible, realistic interest rate policy may have 
some repercussions on price levels; it is difficult (and we have not 
attempted) to quantify this. However, to the extent that the new 
ceilings which may be adopted do not exceed the effective loan rates 
now predominant, no upward pressures on costs and prices are 
anticipated. Similarly, depositors who will benefit from higher deposit 
rates will be in a position to experience improved income levels. 

To the extent that funds presently engaged in the unregulated 
financial markets are drawn into the organized markets, there may 
be some reduction in cost levels which may or may not translate into 
decreases in price levels. 

Other countries in the region have achieved faster development 
with more efficient allocation of investment to priority areas by 
adopting more flexible interest rate policies. There are no compelling 
reasons why the Philippines cannot reap similar benefits. 


The Proposed Interest Rate Adjustment Act 

Finally, we agree in principle with, and endorse favorably, the 
Interest Rate Adjustment Act proposed by Senators Diokno and 
Teves. 
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We have found that effective rates of interest exceed nominal rates 
by the additional service fees and charges collected. In this regard, 
it is proposed that the maximum interest rate ceilings should take 
these hidden charges into account, so that nominal rates will be the 
same as effective rates. This may involve setting ceilings higher than 
those proposed. 


With regard to changes in ceilings the gradualist approach proposed 
may create adjustment problems, where borrowers will want to press 
their claims in the earlier period when rate increases are still low, 
while lenders anil depositors will prefer to withhold releases and 
placements until the full rate increases are in effect. 

Substantial increases in the magnitude and flow of funds aie 
anticipated. In this connection, the interest act should have a 
provision for reporting of interest income. In this regard the financial 
institutions involved may be made to report annually to the DIR the 
interest income earned by clients, identified by their taxpayer 
iden ti fieat ion numbers. 


21 



TECHNICAL AND STATISTICAL APPENDIX 


Previous Page Blank 




TECHNICAL AND STATISTICAL APPENDIX 


I. METHODS FOR THE “CIRCUMVENTION" OF THE 
APPLICATION OF THE ANTI-USURY LAW. 

1. Collection from a borrower of interest on the loan plus additional 
commission charges 

A commercial bank borrowed from a savings bank the amount of 
■P575,000.00 payable on demand evidenced by a Bank Acceptance. On 
the same date the amount was simultaneously loaned to a borrower 
against first mortgages on real estate, assignment of leasehold rights 
and claims of shares of stocks whereby the borrower executed a 
promissory note for the same amount payable on demand. 

A verification of the records of the commercial bank shows that it 
collects from the borrower an interest of 12 per cent per annum, pay¬ 
able in advance monthly, and a commission ol 4 per cent per annum, 
payable in advance yearly based on the original amount. The bank, 
however, records only as income the commission of 4 per cent and 
the difference between the i 2 per cent interest collected from the 
borrower and the actual amount of interest being remitted to the 
savings bank, which is due to different total days based in a year as 
the basis of the computation. 

On the foregoing case, the CB Legal Counsel opined: 

xxx. i here is no doubt, theretore, that the commission of 
4 per cent as well as the interest ol 1 2 per cent as agreed by the 
parties exceeds the rate of interest allowed by law. The loan 
transaction between the (savings bank) and the (commercial 
bank) should be considered separate and independent from the 
loan given out by the latter to the borrower, although it appears 
that the same amount was used to accommodate the borrower. 

To hold otherwise will be to countenance said transaction 
which may be used to circumvent the provision of Section 2 
of the Usury Law. 

“x x x 

“However, in order to constitute usury under Section 2, 
there must be an ‘intention knowingly to contract for or take 
usurious interest, for if neither party intends it, but acts bona 
fide and innocently, the law will not infer a corrupt agreement.’ 
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(Commentaries and Jurisprudence on Philippine Commercial 
Laws, by Martin, Vol. 1, p. 38.) There being no concrete 
evidence to show that the Bank knowingly and with intent 
charged usurious interest, we suggest that the attention of the 
Bank be called to correct the error with the admonition that a 
repetition of similar transaction will be considered as a deliberate 
and willful intent on its part to charge usurious interest.” 

2. Collection of miscellaneous charges in connection with granting 
of loans 

In addition to the usual interest charges, certain banks collect the 
following from their clients in connection with the grant of a loan. 

(a) Handling charges — 


From 

To 

Amount 

1.00 

V 1,000.00 

V 2.00 

1,001.00 

4,999.99 

4.00 

5,000.00 

9,999.99 

6.00 

10,000.00 

14,999.99 

10.00 

15,000.00 

29,999.99 

20.00 

30,000.00 

39,999.99 

30.00 

40,000.00 

49,999.99 

40.00 

50,000.00 

69,999.99 

60.00 

70,000.00 

79,999.99 

80.00 

80,000.00 

100,000.00 

100.00 

101,000.00 

199,999.99 

140.00 

200,000.00 

P 399,999.99 

P 160.00 

400,000.00 

499,999.99 

180.00 

500,000.00 

1,499,999.99 

200.00 

1,500,000.00 


300.00 


(b) Appraisal and inspection of properties - 

P 10,000.00 or below 
10,001.00 to P20,000.00 

20,001.00 to 50,000.00 

50,001.00 to 100,000.00 

100,001.00 and above 

(c) Notarial fees - 

From To Amount 

Up to P 10,000.00 P 5.00 

P 10,001.00 20,000.00 10.00 

20,001.00 40,000.00 15.00 


P 10.00 
20.00 
40.00 
50.00 
100.00 
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40 , 001.00 

60 , 000.00 

20.00 

60 , 001.00 

30 , 000.00 

25.00 

80 , 001.00 

100 , 000.00 

30.00 

100 , 001.00 

500 , 000.00 

40.00 

501 , 001.00 
Over PI , 000 , 000.00 

1 , 000 , 000.00 

50.00 

70.00 


(d) 


For every cancellation of mortgage 
For every T/R and its corresponding 
undertaking 

For every sworn statement 
For every substitution of collateral 
regardless of amount 

Documentation fee — 


P5.00 


PI.00'for every thousand; and/or 

(e) Release fee - 

1/8 of 1 per cent with a minimum of T1.00. 

3. Estimates of the resulting "effective rate of interest'' 

Unsecured loan - 


Amount of loan 
interest 

Amount of interes 
Charges: 

Handling fee a 
Insurance premium^ 
Investigation fee 
Total Charges 

Effective Rate 

Secured loan - 

Amount of loan 
Interest 

Amount of interest 
Charges: 

Investigation fee 
Documentation fee 

Total Charges 
Effective Rate 


PI 00,000.00 
14 . 00 % 
14 , 000.00 

P 2 , 000.00 
750.00 

30.00 2 , 780.00 

P 16 , 780.00 

16 . 78 % 


PI 00,000.00 
12.00% 
12,000.00 

P 30.00 

150.0 0 180.00 

P 12,180.00 

12 . 18 % 


a 1 wo per cent lianillinu on clean personal loans. 

*Tlirer.i.. -fills of I per mil insuranre premium for Creditor's Croup l.ifc Insurance. 
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II. EFFECTS OF FLUCTUATING INTEREST RATES ON THE 
OPERATIONS OF COMMERCIAL BANKS 


The proposal to allow interest rates to fluctuate freely, subject to 
higher ceilings as contemplated, would affect the operations of com¬ 
mercial banks in two aspects: the gross income from loans and invest¬ 
ments and the cost of acquiring funds. 


1. Bank income from loans and investments 

The institution of fluctuating interest rates would surely allow 
commercial banks to raise the rates they charge on their loans and 
also increase the yield of the credit instruments they purchase. As in 
other developing countries, there is a shortage in this country not 
only of physical capital but of loanable funds as well. The rates of 
interest, therefore, would immediately go up higher than the 
ceilings set by the Usury Law of 12 per cent for secured and 14 
per cent for unsecured credit until an equilibrium level is reached. 

It is not possible at this time, however, to estimate how high the 
level of interest rates will rise. Nobody can predict precisely how 
the market will behave but tin re are limiting factors which would 
prevent an excessive increase in the cost of funds. On the supply side, 
the Central Bank is in a position to replenish bank reserves and 
increase the supply of loanable funds, thereby pulling down interest 
rates. On the demand side, the rates of profit of the business sector 
would limit the interest rates businesses can afford, to pay. It is the 
productivity of capital that gives rise to the demand for capital. In a 
study conducted in 1067 by a leading business publication, it was 
revealed that in the 200 largest corporations in the Philippines net 
income as percentage of equity ranged from a low of 2.6 per cent 
for textiles and a high of 27.2 per cent for beverages. The average 
yield was 16 per cent. In 1669, another study of 14 foreign firms 
showed rates of return on investment ranging from 23 per cent for 
cigar and cigarettes to 29 per cent for appliances. These, in effect, 
would set a higher limit on interest rates, at least in the business 
sector. 
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2. Cost of acquiring funds 

Officers of commercial banks would look upon rising rates as a 
major expansion of operating costs and may take steps to minimize 
the interest they pay while at the same time maximizing their charges. 
They may well succeed in doing this because of the relative stability 
of the funds they use. 

The stability comes from the fact that commercial banks obtain 
their working funds from the following sources: 

(1) Capital paid-in 

(2) Retained earnings 

(3) Demand deposits 

(4) Savings deposits 

(5) Time deposits 

(6) Borrowings from the Central Bank 

(7) Other borrowings 

Commercial banks do not pay interest on capital paid-in and on 
retained earnings. Funds from these sources are acquired at no cost 
to the banks, hence rising interest rates would exert no significant 
effect on them. The cost of these funds is borne not by banks but 
bv the stockholders in the form of opportunity cost, or the income 
stockholders would get it such funds were invested in alternative 
fields. Stockholders are, however, not expected to transfer their 
investments in the banking business elsewhere because the increase in 
interest rates would tend to enhance rather than weaken bank 
profitability. 

Demand deposits are opened primarily for business and other 
transactions purposes. Commercial banks do not pay interest on these 
deposits; hence there is no cost of acquiring such funds except for 
the expense of accounting for and servicing them. Since depositors do 
not open current accounts for income purposes, rising interest rates 
would, again, have little effect on the volume of rate of increase or 
uecrease of these accounts. 

Commercial banks pay interest on savings deposits; and since these 
deposits are considered partly as investment by their depositors, 
interest paid on them may have to be raised along with the rise of 
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interest yields elsewhere. However, the nature of savings deposits 
and the purposes ot opening such accounts indicate that only a minor 
adjustment would be needed to retain the funds in commercial banks. 
This is so because savings deposits consist mainly of small balances 
owned by a large number of depositors, thereby contributing to the 
stability of such funds. In spite of higher interest rates elsewhere 
at present, such funds remain in banks because most depositors 
consider their balances primarily as a reserve for a rainy day or are 
motivated by what economists call precautionary motives. Many also 
open savings accounts for a special purpose in the future. In both 
cases, depositors consider the interest income they receive as in¬ 
cidental. Furthermore, they put greater consideration on the safety 
(especially now .dth the Philippine Deposit Insurance Corporation 
in operation) and liquidity of their accounts with commercial 
banks. 

Holders of time deposits with commercial banks, on the other 
hand, are more sensitive to interest charges than savings depositors. 
Purchasers of time certificates are motivated by the higher yields 
of these accounts. The fact that a time depositor is willing to 
relinquish control over his funds during a fixed period of time in 
return for a higher interest income indicates that he has money to 
spare, over and above the precautionary motive for holding money, 
which he can use in seeking higher yields outside the commercial 
banking system. However, since investment outlets elsewhere may not 
be as liquid and as secured as a time deposit with a commercial 
bank, again interest adjustments to be made need not be in line with 
the escalation of interest charges. 

Commercial bank borrowing from the Centra! Bank would be 
subject to prevailing credit policies. The cos! of borrowing from this 
source would be beyond the control of commercial banks. 

Borrowings of commercial banks from other sources would surely 
be affected by the plan to free interest rates. Commercial banks 
would have to pay the prevailing interest rates to be able to obtain 
funds from these markets. A lot of foreign funds may even be induced 
to enter the domestic market to take advantage of high returns. 

With the exception of Central Bank funds and funds from other 
sources, therefore, the working funds of commercial banks, parti¬ 
cularly those coining from demand and savings deposits, would 
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continue to be stable and reliable. Time deposits would be more 
volatile in response to interest changes, but still the commercial banks 
would not need to escalate their interest payments on these deposits 
to the same extent that the prevailing market situation would allow 
them to raise their interest charges. The commercial banking system, 
therefore, may take advantage of the situation to widen the spread 
between the interest rates they pay and the rates they charge. 

A Central Bank study in 1966 found that the gross and breakeven 
rates for loans of domestic and foreign commercial banks in the 
Philippines were: 



Domestic Banks* 

Foreign 

Banks 


1965 

1966 

196S 

1966 

Gross rate. 

9.41 

10.02 

10.63 

10.98 

Breakeven rate .... 

7.22 

7.84 

7.15 

7.64 


*l'or 1965, excluding the l\NB, Itepulilic Hank ami Associated Hanking Corporation; 
for 1966, excluding l*NH and Itcpuhlic Hank. 

It may pay, however, for commercial banks to retain their present 
spreads (which are profitable enough as they are) and raise their 
payment rates in proportion to the escalation of their charges. This 
would — as experienced in Korea — induce the How of funds from 
the unorganized financial market to the organized institutions, 
particularly the commercial banks. Commercial banks could then 
increase their profits, not from an increase in the spread but through 
an increase in the volume of their operations. 

It can be expected, however, that commercial banks would not 
start an “interest war” among themselves, as a constant shifting of 
funds from one bank to another is bound to disrupt fund manage¬ 
ment and would increase the cost of credit. Rather, as a group or 
through their association they would agree on uniform interest rate 
levels and compete with non-bank institutions. 


III. EFFECTS OF FLUCTUATING INTEREST RATES ON THE 
OPERATIONS OF RURAL HANKS 


The effects of fluctuating interest rates on the operations of rural 
banks would be more difficult to predict in view of two charac- 
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teristics which distinguish rural banks from commercial banks. For, 
Firstly, rural banks are unit banks; and secondly, they are to a certain 
extent subsidized by the Central Bank of the Philippines. 

/. Rural banks as unit banks 

Unlike commercial banks, many of which have several branches 
and agencies, as well as extension offices, throughout the country, it 
is a matter of policy for rural banks to be established in muni¬ 
cipalities independent of one another. Thereby, each rural bank is 
owned by distinct owners and serves distinct lending areas. This 
characteristic of rural banks tends to raise average costs for rural 
banks since they cannot share these costs with others unlike commer¬ 
cial banks which can share certain costs with their branches and 
agencies. This tendency of having higher average costs as compared 
with commercial banks in turn necessitates a much higher spread 
between the cost of acquiring funds of rural banks and the interest 
rates that they charge their customers. Historically, this spread has 
been in the vicinity of 8-1/2 per cent. It is the view of the Department 
of Rural Banks of the Central Bank of the Philippines that any change 
in interest rates that rural banks will be allowed to pay their own 
depositors would merely mean that interest rates on their loans would 
be raised to a level insuring (lie same spread of 8-1/2 per cent. 

2. Central Bank subsidy of rural banks 

As a matter of policy and in view of their higher costs, rural banks 
have been subsidized at two levels by the Central Bank of the Philip¬ 
pines. Firstly, they are provided with counterpart capital, and 
secondly, they arc provided with a preferential rate on their re¬ 
discounting ot loan paper. If these financial subsidies are withdrawn 
the effects undoubtedly would be to raise further the cost of 
operations of rural banks. It must be recalled that rural banks as 
unit banks do not enjoy the mobility of funds which commercial 
banks have with their own brandies and agencies. Rural banks must 
rely solely on the communities where they are situated for their 
loanable funds. There is therefore a maximum limit on savings that 
rural banks can attract at anytime within their areas; and this is a 
very important factor in determining the effects of fluctuating interest 
rates on the operations of rural banks if the Central Bank policy of 
subsidy shall continue or be reduced or even be terminated. 
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In summary, in view of the type of banking which characterizes 
rural banks, assessment of the possible effects of a flexible interest 
rate is more difficult although it can be reasonably anticipated that 
the equilibrium rates of interest lor rural banks would be much 
higher than commercial banks on the basis of both supply and demand 
conditions for loanable funds within the communities served by 
these banks. 

On the demand side, the rampant practice of usurious lending 
throughout the countryside indicates the keen competition for funds 
among rural folks. 

On the supply side, funds are much more scarce (also less mobile) 
relatively in rural communities compared to big commercial and 
industrii! centers. Since rural banks do not yet enjoy the same re¬ 
putation and prestige that commercial banks hold relative to all other 
types of financial institutions, they will have to offer higher rates to 
attract deposits. 

Considering also that rural bank funds are relatively immobile, 
that rural banks do not compete with one another (delineated areas 
ol operation), that the degree of competition with other types of 
financial institutions in each operational area differs, and that 
economic conditions vary from one rural area to another, there will 
be no necessity (as in the commercial banking system) for an agree¬ 
ment among members of the rural banking system on uniform rates 
of interest. It is probable, therefore, that there will be quite a range 
in the equilibrium rates of interest reached by individual rural banks. 


IV. INTEREST CHARGES ON INSTALLMENT CREDITS 

It is natural for an installment buyer to pay more for a given 
article than a cash customer. The installment buyer causes expenses 
which do not exist in a cash transaction. This extra expense is made 
up of three costs: (1) pure interest, (2) bad debts and credit losses, 
and (3) administrative cost. 

When the buyer pays cash, the seller is put to no further expense 
for interest as a result of the sale. The seller has to pay an interest 
charge for the money he has invested until the installment buyer has 
paid for the . t cm completely. liven if the seller has his own (not 
sorrowed) money invested in the said item bought by the installment 
auyer, he is entitled to make profit in the form of interest payment. 
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Otherwise he could be earning interest on his money by placing it in 
a savings account. 

But the financing charge must be more than just a change for 
pure interest cost. It must, in addition, cover the bad debts and 
credit losses which inevitably occur in installment selling or lending. 
The cash buyers do not cause the seller any costs for bad debts. They 
do not cause him any losses on re-processing, reconditioning, and 
re-selling of used items. These costs, and losses are caused by 
installment buyers and must be covered in the financing charges if 
installment credit is to be provided. 

Furthermore, it is clear that the greater the risk of bad debts and 
credit losses, the higher the financing charges must be. This is an 
important point to keep in mind when considering occasional reports 
of high financing charges being paid by some customers. 

An installment buyer must expect to pay a higher rate for his 
financing when buying an old model or second hand item than when 
getting a brand new item. This is because an old model or second hand 
commodity represents more risk as security on which to extend 
installment credit as compared to a brand new item. 

For installment credit operation in general, actual bad debts and 
credit losses represent a relatively small part of the financing charges. 
But to keep them small requires a relatively large expense for ad¬ 
ministrative costs. 

By far. the largest part of the financing charge is represented by 
what we called administrative costs. These are the costs of in¬ 
vestigating the credit worthiness of the buyer, the expenses incurred 
in collecting the many monthly payments, bookkeeping to keep track 
of the money received on account and the balance owed, and the 
carrying on of other necessary activities in any installment credit 
operations. 

Obviously, the total extra expenses due to installment credit must 
be collected in the form of a financing charge by the seller. However, 
the buyer is protected by law under the Anti-Usury Law which 
provides an interest rate ceiling of 12 per cent per year on guaranteed 
loan and 14 per cent per year on unguaranteed loan. In spite of this, 
the prevailing interest charges on installment credit range from 
between 51 and 65 per cent per annum (effective rate) as shown in 
Table 1V.A1. The excessive effective interest rate charged by financing 
companies is made possible because of the structure of our present 
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Anti-Usury Law policy which dots not provide a maximum rate of 
financing fees. 


TA3LE IV. A1 

BREAKDOWN OF INSTALLMENT CREDIT COST ON 
REFRIGERATORS, T.V. SET AND STEREO SET 



Refrigerator (10 at.ft.) 

T.V. Set 

Stereo Set 

Cash Price 

V 2,195.00 P 

1,495.00 

P 1,295.00 

Installment Price 

2,921.00 

1,988.00 

1,706.00 

Down Payment 

1,097.00 

740.00 

650.00 

Monthly payment 
(24 mos.) 

76.00 

52.00 

48.00 

Amount to be 

financed 
(cash price - 
down payment) 

1,098.00 

755.00 

645.00 

Finance charge 

726.00 

493.00 

411.00 

Annual Interest 

Rate a 

54.5 

51.6 

61.0 


a Solvc for / in 

R - P 0 f<* 
n(t 

Where: 

R - Equal monthly payment 
V 0 ~ Amount to be financed 

nji ~ present value of annuity 
n - 24 months 

V. CREDIT IN THE UNREGULATED MARKETS 

Most unorganized money markets operate in the rural areas where 
family incomes are too small to generate savings. 

In May 1961, the Bureau of the Census and Statistics conducted 
a sample survey to gather information on the borrowing practices 
and pattern of farm households. 

1. Farm household borrowers 

Out of an estimated 2.4 million farm households about 1.1 million 
or 45.2 per cent obtained loans during the period, broken down as 
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follows: 26.7 per cent with cash loans, 6.5 per cent with loans in 
kind, and 12.1 per cent with loans of both cash and in kind. About 
46.6 per cent of these borrowers were households which did not own 
any part of the farm they till. They were the share tenants who 
depended solely on their share of the produce, the Pioceeds of which 
were hardly enough for the families’ consumption requirements. For 
this reason, these families had to turn to borrowing to tide them over 
until the next harvest period. Therefore, whatever expenditures they 
incurred for farm activities came from borrowings. The other 
53.3 per cent ot the total household borrowers were either whole or 
part-owners of the farms they worked on. 

TABLE V.A I 

PERCENTAGE DISTRIBUTION OF FARM HOUSEHOLDS 
WITH LOANS BY TENURE OF FARM, MAY 1961 


Tenure of Farm 

Households with 
Number 
(000) 

Loans 
Per Cent 

Total 

1,100 

100.0 

Owns whole farm 

369 

33.5 

Owns Part Only 

202 

18.4 

Does not own any part 

512 

46.6 

Not reported 

17 

1.5 


Of the total 2.4 million farm households in the country, 56.5 
per cent were accounted for by rice farmers, and because of this the 
rice-farm households formed the majority of farm household 
borrowers. In fact, 2 out of every 3 household borrowers (62.2 
per cent) were rice-farm households. Next in number were the corn 
planter families (13.7 per cent) followed very closely by the coconut 
planters (1 2.0 per cent). All the rest were planters of other crops. 


TABLE V.A2 

PERCENTAGE DISTRIBUTION OF FARM HOUSEHOLDS 
WITH LOANS, BY KIND OF FARM PRODUCT 
Product Household Household with Loans 


Total 

Palay 

Corn 

Coconut 

Others 


100.0 

62.2 

13.7 

12.0 

12.1 
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2. Amount of loan 

The 1.1 million farm household borrowers obtained a total loan 
of about -P200.4 million or an average of a little less than f200 per 
borrower. Of the 1.1 million household borrowers, 70.5 percent had 
incomes of “P500 and below, and this income group incurred 40.7 
per cent of the total loan. The remaining 29.5 per cent of the 
household borrowers had incomes of more thairP500 and availed of 
59.3 per cent ol the total loans. The meager incomes of families 
probably deterred them from obtaining bigger amounts of loans per 
borrower or the lenders may have refused to give sizable loans because 
of the larger risk of default in payments. 

TABLE V.A3 

PERCENTAGE DISTRIBUTION OF FARM HOUSEHOLD 
BORROWERS BY LEVELS OF INCOME 


Level of Income 

Fanil Household 
Borrowers 

Total Amount 
Loans 

Total (In Thousand) 

1,100 

P 200,362 

Per Cent 

100.0 

100.0 

Below P500 

70.5 

40.7 

P500 to P999 

17.2 

25.9 

PI,000 to P4,999 

8.3 

29.0 

P5,000 and above 

4.0 

4.4 


(a) Cash Loans 

There were 1,1 70 cash loans obtained by the household borrowers 
at an aggregate amount of T169.4 million. Of this amount, 41.0 per 
cent was obtained from the banking system; 1.3 per cent from 
FACOMA or ACC’FA, 1.4 per cent from SSS, GSIS and insurance 
companies; 30.6 per cent from relatives and landlords of the borrow¬ 
ing households; and 16.7 per cent from sari-sari stores, rice and corn, 
and other merchants. The rest are from friends and neighbors. 

About one-half (49.7 per cent) of the 1,170 cash loans were in 
small amounts ranging fronvPIO each to‘P49 each and 50.3 percent 
were loans ol ‘P50 and above. Most of the small loans were obtained 
from relatives, sari-sari stores and other merchants, pawnshops and 
professional money lenders, and the landlords of the borrowing 
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households. A majority of the loans ranging from ‘P100 to 1*5,000 
each were obtained by the households from the banking system such 
as the DBP, PNB, rural banks and other banking institutions. Quite 
a number of loans of over‘P5,000 each were given out by the banking 
system. ’ 

A majority of the households borrowed small loans from relatives, 
landlords, or from sari-sari stores and other merchants because of the 
reported ease in obtaining them from these sources. They also were 
attracted by the greater flexibility with regard to time of repayment, 
and by the absence of security or guarantee requirements. However, 
loans of bigger denominations were preferably obtained by the house¬ 
holds from the banking system, SSS, GSIS and FACOMAS because 
of the lower interest rates charged by these institutions. The house¬ 
holds obtained these loans for several purposes, the most important 
of which was capital investment. 


TABLE V.A4 

PERCENTAGE DISTRIBUTION OF CASH LOANS BY SOURCE 


urce of Loan 

Number of Loans 

Amount of Loans 

Total (Thousand) 

1,170 

P 169,365 

Per Cent 

100.0 

100.0 

Banking System 

7.6 

41.0 

FACOMA or ACCFA 

1.1 

1.3 

SSS, GSIS or other 
ins. Co. 

0.7 

1.4 

Non-Banking system 

4.8 

4.0 

Relatives and Landlords 

55.1 . 

30.6 

Sari-sari store and other 
merchants 

22.8 

16.7 

Friends, neighbors & others 

7.9 

5.0 


Thirty-five per cent of the total amount of loans was used for 
capital investment such as the purchase of tools, machineries, and 
animals; the construction of buildings, irrigation, fences and per¬ 
manent improvements; and the purchase of land, house or real estate. 
These investments were done by the farm households belonging to 
the higher income bracket. However, those household borrowers 
belonging to the lower income group obtained the loans to supple¬ 
ment consumption expenditures requirements. The survey shows that 
29.7 per cent of the total loans was used to defray consumer goods 
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expenses which included those for socials such as fiestas, weddings, 
and others. In fact, 6.2 per cent of the aggregate loans of all the 
household borrowers were spent for socials, an amount equiva¬ 
lent to the borrowings for education expenses. 

The business operating expenses accounted for 20.7 per cent of the 
aggregate loans. Operating expenses included purchases of seeds, 
fertilizers, pesticides and farm supplies and expenses for non-farm 
business. About one-third of the business operating expenses went 
to non-farm business. 


TABLE V.A5 

PERCENTAGE DISTRIBUTION OF CASH LOANS BY PURPOSE 


Purpose for the Loan 

Total Number 
of Loans 

Total Amount 
of Loans 

Total (Thousand) 

1,170 

P 169,365 

Per Cent 

100.0 

100.0 

Capital investment 

14.2 

34.5 

Operating expenses of farm business 

13.9 

15.3 

Operating expenses of non-farm business 

3.7 

5.4 

Living Expenses 

53.9 

29.7 

Education Expenses 

4.7 

6.2 

Others 

9.6 

8.9 


(b) Loans in kind 

There were 507 loans in kind .availed of by 452 farm households, 
valued at"P30.9 million. Of this total value, 68.8 percent was in the 
form of food supplies such as rice, corn, tobacco, drinks, and others; 
3.8 per cent in the form of clothing; 10. i per cent in house 
furnishings and building materials; an insignificant amount of 0.1 
per cent in books and school supplies; 15.1 per cent in fertilizers, 
foods and other farm supplies; and the rest in other farm items. 

Most of the loans in kind were obtained from the landlord of the 
family. This source accounted for 37.0 per cent of the value of the 
total loans. Loans in the form of food items were obtained from 
rice and corn merchants and from sari-sari stores dealing with food. 
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3. Period when loans were obtained 


The borrowing activities in the rural areas were intensified during 
the planting season which starts in June and ends in August. It is at 
this time when food supplies of the farm families are low and 
expenses on farm activities such as expenditures in the preparation 
of the field for planting, buying seeds and fertilizers are necessary. 
This situation is compounded by school expenses during the opening 
of classes which coincides with the planting season. Because of these 
reasons, borrowing by farm households increased in May and reached 
its peak in July and August. Borrowing activities began to drop by 
September and slackened further in December when harvesting was 
already in full swing, and repayments of loans were made. 

4. Form of loan repayments 

Of the total cash loans of "PI 69.4 million, 65.4 per cent was paid 
in cash, 12.4 per cent in palay or rice, and the rest in other kinds of 
farm and non-farm products. It was during the month of December 
when borrowers made most of their repayments. Actually the bulk of 
these repayments was during the period from October to December, 
Whatever farmers could not pay in kind were paid in cash from the 
proceeds of the sale of their newly harvested crops. 


TABLE V.A6 

PERCENTAGE DISTRIBUTION OF CASH LOANS BY 


FORM OF REPAYMENTS 

Total Number 

Total Amount 

Form of Repayments 

of Loans 

of Loans 

Total (Thousands) 

1,170 

V 169,365 

Per Cent 

100.0 

100.0 

Cash only 

61.0 

65.4 

Cash and farm products 

1.0 

6.6 

Palay or clean rice only 

15.8 

12,4 

Other farm products only 

7.1 

3.7 

Services and non-farm products 

1.2 

0.3 

Not reported 

13.9 

11.7 
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5 . Credit Practices in the Unregulated Market 

The various credit arrangements in the unorganized market include 
several “usurious” practices. The1>5 for -P6 arrangement, wherein a 
five peso loan becomes six pesos upon repayment, is practised widely 
especially in market places and offices. The interest rate in this case 
virtually amounts to 20 per cent per day or per week depending on 
the term of the loan. !n the farming regions, a loan of-P100 is usually 
repaid at face value plus 3 cavans of rice within a crop year period. 
The rate of interest charged depends on the current price of rice. At 
1*55 per cavan, which is the current wholesale price of rice (ordinary 
variety), the interest rate would amount to 165 per cent per crop or 
25.83 per cent per month, assuming a 6-month crop year period. 
Another common practice is the extension of a f 1,000 loan payable 
within 3 years at 35 cavans of rice a year. At current wholesale 
prices, the interest charged would be 159.13 per cent yearly or 
13.26 per cent monthly. 

Traditional borrowing activities which involve high interest rates 
are still very much in evidence; these include arrangements known as 
takipan (repay 2 cavans of palay for every one borrowed), talindua 
(repay 3 cavans for every two borrowed), terciahan (repay 4 cavans 
for every three borrowed), and takalanan (where repayment in kind 
for cash loan is vaiued below prevailing prices). 1 When computed 
at -P35, which is the prevailing price of one cavan of palay (IR 
variety), the interest rate per crop year would be 100 percent in the 
case of takipan, 50 per cent in talindua and 33-1/3 per cent in 
terciahan. Some loans from informal sources were found to have 
elective rates exceeding 200 per cent as reported in the separate 
surveys of rice farms by Gapud and de Guzman (see Table V. A7). 

In Central Luzon, a common credit practice is the barter of palay 
for fertilizer. In this set-up, the number of cavans of palay paid at 
harvest time for each bag of fertilizer borrowed depends on the 
nutritive content of the fertilizer. As shown in Table V. A8, the value 
of the interest rate ranges from 14.4 per cent to 47.1 per cent. It is 
estimated that this type of exchange covers about 50 per cent of 
fertilizer distribut ion in Central Luzon. 2 

iLcon A. Means and Mcli/.a II. Agabin, “Finance and Credit Association with llice 
Marketing in the Philippines,” MCI).It. Discussion Taper No. 71-15, University of the 
Philippines (Aug. 17, 1971), pp. .'16-37. 

2 J c hn 1. Shields and Kohert C. Gray, “A Survey of the Fertilizer Industry of the 
Philippines.” A study conducted by tire NEC-USAII) Presidential Fertilizer Commission 
April 26, 1971. 
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TABLE V.A7 


RATES OF INTEREST CHARGED 
BY 

INFORMAL SOURCES 
(In % per year) 


Groups 


Gapud 1957/58 
Survey of Rice Farms 


de Guzman 1954/55 
Survey (75% of sample 
were rice farms) 


Landlord 0 to over 200 

Private Individuals 0 to over 200 

Merchants 0 to over 200 

Relatives 0 to over 200 


0 to over 100 
0 to over 100 
20-99 
10-99 


Sources: Jose P. Gapud, "Financing Lowland Rice Farming in Selected Barrios in 
Munoz, Nueva Ecija," Economic Research Journal (September 1959), p. 79; Leopoldo 
P. dc Guzman, "An Economic Analysis of the Methods of Farm Financing Used on 5,144 
Farms," Philippine Agriculturist, Vol. 41 (January 1958), p. 460. 


TABLE V.A8 

FERTILIZER CREDIT IN CENTRAL LUZON 


Fertilizer 

Price Per 
Bag (?) 

Exchange Rate* 
Dags « Cava ns 
Palay 

Interest Rate** 
(Per Month) 

(Nitrogen-Potassium-Sulphur) 

12-24-12 

27.50 

1 « 3 

47.1% 

12-12-12 

25.20 

1 - 2 

36.2% 

14-14-14 

25.20 

rr 

36.2% 

Ammonium Sulphate 

18.75 

1 - 1 

14.4% 


^Current wholesale price of fertilizer as given by Atlas Fertilizer Corporation. 

**Assuming that the price of a cavan of palay is 1*35 and the duration of the loan 
is one crop year. 

Source: John T. Shields and Robert C. Gray, "A Survey of the Fertilizer Industry of the 
Philippines," A study conducted by the NEC-USAID Presidential Fertilizer Commission, 


April 26, 1971. 
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DEVELOPMENT BANK OF THE PHILIPPINES 


Development banks grant cash loans at 12 per cent interest per 
annum. Service charges and fees are usually charged every loan 
applicant depending on the amount applied for. Private development 
banks normally charge the following fees: 


Amount of Loan 

Fees 

V 3,000 

P 65.00 

5,000 

75.00 

10,000 

85.00 

15,000 

100.00 

20,000 

105.00 

25,000 

110.00 

30,000 

125.00 

35,000 

130.00 

40,000 

145.00 

45,000 

150.00 

50,000 

165.00 

Over 50,000 

180.00 


In addition to the above, some private development banks require 
compensating deposits from mortgagers ranging from 10 to 20 per 
cent of the approved loan. This amount is deducted from the proceeds 
of the loan, withdrawable usually upon full payment of the loan 
granted. Another widespread practice is the collection in advance 
of the interest for the first year. 

In the case of a government development bank, no interest is 
deducted in advance. The schedule for filing and processing fees for 
industrial loans and/or guarantees is as follows: 
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Report on Loan Interest Rates in the Development Banking Sector 


Amount of Loan 

Fees 

P 10,000 

P 80.00 

20,000 

100.00 

30,000 

150.00 

40,000 

250.00 

50,000 

350.00 

100,000 

500.00 

500,000 

1,000.00 

1,000,000 

2,500.00 

1,000.00 for every 


PI million application 
with a minimum ofP5,000 


The 12 per cent interest granted on loans took effect only during 
the second half of 1970. 

The fees and other charges on guarantees granted by the govern¬ 
ment development bank are as follows: 

1 per cent of the amount guaranteed payable upon issuance of 
the DBP guarantee; 

I per cent yearly after date of issue of letter of guarantee 
on unavailed amount under guarantee; and 

1-1/2 per cent per annum based on outstanding obligation 
under guarantee, payable quarterly or semi-annually from 
date of guarantee. 

Certain loans granted by the development bank for working capital 
purposes of rice and corn millers which are rediscounted with the 
PNI3 at 8 per cent per annum are charged 10 per cent interest per 
annum by the said bank. Other loans whose interest rates are pres¬ 
cribed by law include, among others, loans to agricultural and 
technical schooi graduates at 4 per cent per annum; homestead loans, 
4 per cent; salary loans to congressmen, 7 per cent; etc. 
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Loans Whose Interest Rates 

Are Fixed By 

Special Law 


Interest Rates 

Covering Law 


(In per cent) 


1. Filipino Retailers’ Loan 

4 

R.A. 1292 

2. Loans to Graduate of Trade 



Technical & Agric. School 

4 

R.A. 1480 

3. Homestead Loans 

4 

R.A. 1085 

4. Salary Loans to Congressmen 

7 

R.A. 1150 

5. Rice and Corn Industry 

6 

R.A. 3018 

6. Cottage Industries (NACIDA) 

4 

R.A. 3470 

7. Rural Banks 

3 

R.A. 720 


Special Financing Program of the IDC and AID 
Coursed Through the PNB 



Rates Charged 

Maximum Interest Rates 


by IDC'/A.ID 

to Borrowers 


(In per cent) 

(In percent) 

1. IDC Financing Program 

3 

1 

2. AID Development Loan 

5-1/2 

7-1/2 

3. IGLF - AID Loans 

3 

7 
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TABLE Al.-SCHEDULE OF CHANGES IN INTEREST RATES ON 

July 1, 1956* to 


S A V IN G S DEPOSITS 


DATE 

Or. 

No, 

Com¬ 

mercial 

banks 

Savings 

banks 

Rural 

banks 

Develop¬ 

ment 

banks 

Savings Postal 
& Loan Savings 
Ass'n. Bank 1 

Coope¬ 

rative 

banks 



(%) 

(7c) 

{%) 

(%) 

(7c) 

(%) 

(7c) 

1956 

July 1 

61 

2 

2 

3'A 

a 

a 

2'A 

a 

July 31 

71 

2 

3 

2 (goVt) 

3 V 2 

a 

a 

2'A 

a 

1957 

January 1 


2 

3 

2 (govt) 

3'A 

a 

a 

3 

a 

October 1 

74 

3 

3 

3 (govt) 

3'A 

a 

a 

3 

a 

25 

78 

3 

3'A 

3'A(%wt) 

3'A 

a 

a 

3 

a 

1960 

March 21 

103 

3 

3 l A 

3'A{%owi) 

3'A 

a 

a 

3 

3'A 

April 12 

104 

3 

3Vi 

SVifgovt) 

3 'A 

3Vi 

3!/2(govt) 

a 

3 

3'A 

October 26 

112 

3 

3Vz 

3V2(govt) 

3'A 

3'A 

3Vi(govt) 

a 

3 

3'A 

1963 

March 2T 

149 

3'A 

4 

4 

4 

a 

3 

3'A 

July 30 

157 

3'A 

4 

4 

4 

4 

3 

3'A 

Dec. 9 

161 

3 Vi 

4 

4 

4 

4 

3 

3 Vi 
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SAVINGS AND TIME DEPOSITS OF BANKING INSTITUTIONS 
(February 21, 1970) Present 





TIME 

DEPOSITS 




Commercial 

Savings 


Development 

Savings 

Cooperative 

banks 


banks 

banks 


banks 

& Loan Ass. 

banks 

Int . 

Term 

Ini. 

Term 

Int. 

Term 

Int. 

Term 

Int. 

Term 

Int. Term 

(%) 

(mos) 

(%) 

(mos) 


(mos) 

(%) 

(mos) 

(%) 

(mos) 

(%) (mos) 

2 

6 

2 

6 

a 


a 


a 



2)4 

9 

2ft 

9 








2)4 

12 

2)4 

12 








2 

6 

2 

6 

a 


a 


a 


a 

2)4 

9 

2)4 

9 








2)4 

12 

214 

12 








2 

6 

2 

6 

a 


a 


a 


a 

2% 

9 

2)4 

9 








2)4 

12 

2)4 

12 








3 

6 

3 

6 

a 


a 


a 


a 

3ft 

9 

3)4 

9 








3)4 

12 

3)4 

12 








3 

6 

3 

6 

a 


a 


a 


a 

3)4 

9 

3)4 

9 








3)4 

12 

3)4 

12 








3 

3)4 

6 

9 

3 

3)4 

6 

9 

4 (max.) 


a 


a 


4(max.) 

3)4 

12 

3)4 

12 








3 

3)4 

6 

9 

3 

3)4 

6 

9 

4(max.) 


3(4 

6 

9 

a 


4(max.) 

3)4 

12 

3)4 

12 



3)4 

12 





4(max.) 


4(max.) 4(max.) 

4(max.) 

a 


4(max.) 

3% 

3 

3% 

3 

3% 

3 

3 3 / 4 

3 

a 


4(max.) 

4 

6 

4 

6 

4 

6 

4 

6 




4)4 

9 

4)4 

9 

4)4 

9 

4)4 

9 




4)4 

12 

4)4 

12 

4ft 

12 

4)4 

12 




3% 

3 

3% 

3 

3% 

3 

3 3 /4 

3 

3Vi 

3 

4 (max.) 

4 

6 

4 

6 

4 

6 

4 

6 

4 

6 


4)4 

9 

4)4 

9 

4)4 

9 

4)4 

9 

4 1 / 4 

9 


4)4 

12 

4)4 

12 

4)4 

12 

4)4 

12 

4 V 2 

12 


3% 

3 

4)4 

3 

4)4 

3 

4)4 

3 

3*/2 

3 

4(max.) 

4 

6 

4)4 

exceeding 

; 4/2 exceeding 4 ft 

exceeding 

4 

6 


4)4 

9 


6 


6 


6 

4Va 

9 


4)4 

12 







4 V 2 

12 
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TABLE A1. (CONT’D) 


SA VINGS DEPOSITS 


DATE 

Cir. 

No. 

Com¬ 

mercial 

banks 

Savings 

banks 

Rural 

banks 

Develop¬ 

ment 

banks 

Savings 
& Loan 
Ass'n . 

Postal 

Savings 

Dank 1 

Coope ■ 
rative 
banks 



(%) 

(%) 

(%) 

(%) 

(%) 

<%) 

(%) 


1964 

Dec. 15 185 4 4'/* 4'A 4 4 4‘A 


1965 

Jan. 20 190 4 4 Vi 4 l A 4 A 4 4 4 X A 


March 2 193 4 4 Vi 4'A 


4Vi 4‘A 4 4'A 


Nov. 10 212 5% 5% 5% 5% 5% 4 5 % 


1966 

June 14 222 5% 5% 5% 5% 5% 5% 


1967 

June 239 

(effective 
July 1) 


1969 

April 16 272 6 6 6 6 6 6 

1970 

February 21 

292 


•Prior to this date, the Central Bank does not formally regulate the interest rates paid 
by banks on deposit liabilities. 

lAs per rules and regulations of the Postal Savings Bank, 
interest rate was not yet regulated by the Central Bank, 
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TIME 


DEPOSITS 





Commercial 


Savings 


Rural 

Development 

Savings & 

Cooperative 


banks 


banks 


banks 


banks 

Loan 

banks 

Int 

Term 

/«/. TVrm 

Int. Term 

Int. Term 

Int. 

Term 

Int . 

Term 

m 

(mos) 

(%) 

(mos) 

(Vo) (mos) 

(%) 

1 

(%) 

(mos) 

W 

(mos) 

454 

3 

4-54 

3 

454 

3 

454 

3 

354 

3 

454 

3 

454 

6 

5 

exceeding 

4Vi exceeding 5 

exceeding 

4 

6 

5 

exceeding 

4 J 4 

9 


6 


6 


6 

454 

9 


6 

5 

12 







4*4 

12 



454 

3 

4 54 

3 

454 

3 

454 

3 

354 

3 

454 

3 

4 J /4 

6 

5 

exceeding 

5 

exceeding 5 

exceeding 

4 

6 

5 

exceeding 

4 3 / 4 

9 


6 


6 


6 

454 

9 


6 

5 

12 







454 

12 



454 

3 

454 

3 

454 

3 

4 3 A 

3 

454 

3 

4% 

3 

4*/2 

454 

6 

9 

5 

exceeding 

6 

5 

exceeding 5 

6 

exceeding 

6 

5 

exceeding 

6 

5 

exceeding 

6 

5 

12 











554 

3 

5 % 

3 

554 

3 

554 

3 

554 

3 

554 

3 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

654 

9 

654 

9 

654 

9 

654 

9 

6*4 

9 

654 

9 

6/4 

12 

654 

12 

654 

12 

654 

12 

654 

12 

654 

12 

S'A 

3 

554 

3 

554 

3 

5 3 /4 

3 

554 

3 

5 3 /4 

3 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6 

6/4 

9 

654 

9 

654 

9 

654 

9 

654 

9 

654 

9 

6 Vi 

12 

654 

12 

654 

12 

654 

12 

654 

12 

654 

12 

5 % 

3 

554 

3 

554 

3 

S 3 A 

3 

554 

3 

554 

3 

6 

exceeding 6 

exceeding 

6 

6 

6 

6 

6 

6 

6 

6 


6 


6 













654 

9 

6!4 

9 

654 

9 

654 

9 





654 

12 

654 

12 

654 

12 

654 

12 

6 1 /: 

6 

654 

6 

654 

6 

654 

6 

654 

6 

654 

6 

7 

12 

7 

12 

7 

12 

7 

12 

7 

12 

7 

12 

6 J /2 

6 

654 

6 

654 

6 

654 

6 

654 

6 

654 

6 

7 

12 

7 

12 

7 

12 

7 

12 

7 

12 

7 

12 

8 

18 

8 

18 

8 

18 

8 

18 

8 

18 

8 

18 
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TABLE A2.—SCHEDULE OF CHANGES IN CENTRAL BANK REDISCOUNT RATES TO COMMERCIAL BANKS 

1949 to present (December 7, 1970) 


Circular, MA. 

AB or 

M. B. Resolution 


R A TES 

(PER CENT) 


Basic 


PREFERENTIAL 

RATE 


Agricultural 
Crop Loan 

(2) 

Agricultural 
Packing Cre¬ 
dits A Ex¬ 
port Bills 
(3) 

Agricultural 

Papers^ 

(4) 

Industrial Export 

Papers Financing 

(S) (6) 

Rice and Corn 
Financing 

(7) 

No. 


Date 

Rate 

a) 

M.B. Res. #164 

1949 

— Aug. 4. 

1.50 

— 

_ 




M.B. Res. #317 


Dec. 29. 

3.00 

_ 

_ 




M.B. Res. #491 

1952 

— Aug.' 7. 

2.00 

_ 

_ 




M3. Res. # 75 

1954 

- Jan. 19. 

2.50 

— 

_ 




M.B. Res. #378 

1957 

- Apr. 1. 

2.00 

_ 





M.B. Res. #1226 


Aug. 28. 

4.50 

_ 

__ 




MAAB 

1959 

- Feb. 3. 

6.50 

4.50 

5.00 

_ 

_ 

4.50 

MAAB 

1960 

— June 7. 

6.00 

4.50 

5.00 

_ 

_ _ 

4.50 

MAAB 


Sept. 8. 

5.75 

4.50 

. 5.00 

4.50 

4.50 

4.50 

MAAB 


Nov. 21. 

5.00 

4.00 

4.00 

4.00 

4.00 

4.00 

M.B. Res. #719 

1961 

— May 5. 

5.00* 

3.00 

3.00 

3.00 

3.00 

3.00 

MAAB 

1962 

— Jan. 8. 

6.00 a 

6.00 

6.00 

6.00 

6.00 

6.00 















M.B. Res. #985 

Aug. 

21. 

. 6.00 

3.00 b 

M.B. Res. #121 

1966 - Jan. 

10. 

. 4.75 

6.00 

Cir. No. 242 

1967 - June 

23. 

. 6.00 

2 

Cir. No. 256 

1968 - Feb. 

27. 

. 7.50 

2 

MAAB 

1969 - Apr. 

16. 

. 8.00 

2 

Cir. No. 276 

1969 to 

present-June 

17.!. 

. 8.00 c 

2 


3.00 b 

3.00* 

3.00" 

— 

3.00 b 

3.00 

3.00 

3.00 . 

— 

3.00 

3 

2 

2 

4.75 

3.00 

3 

2 

2 

5.75 

4.00 

3 

2 

2 

5.75 

4.00 

3 

2 

2 

5.75 c 

4.00 c 


NOTE: From 1949 to February 2, 1959, there was no preferential rate granted by the Central Bank other than the basic rate. 

iThis broadly includes not only agricultural crop loans but also loans for the purchase of farm implements and equipments and for farm improvements, etc. 

^Except for rice and com financing and export financing as cited in Columns 6 and 7, this became the basic rate. 

^This was broadened to include all types of export financing. (Refer to column 6) 

*The Central Bank preferential rate of 4 per cent was lowered to the same rate as that of the basic rate, thus, establishing a uniform rate of 3 per cent. 

a On May 22,1962, a preferential rate of 3 per cent was extended to commercial papers covering Imports under U.S. Public Law 430 which consisted mainly' of evaporated 
h* h'!' raW cotton * J une 22, 1962, the same preferential rate of 3 per cent was extended to commercial papers covering the Namarco imports of prime commodities, 
u-J >The C€ntT f Bank on Au ^ st 21 ’ 1962 reduced the rediscount rate from 6 to 3 per cent for credit instruments covering the following selected industries considered 
*ugh priority: farming and livestock; fisheries; food processing; textile; drug making; veneer; plywood and prefabricated products; cassava and coconut flour; marketing 
and distribution of these products; and construction of tenement houses approved by the government. It is understood, therefore, that papers of ether industries not 
mentioned in the foregoing were rediscounted at the basic rate of 6 per cent. 

CThe Monetary Board, uncer Resolution No. 276 dated June 17, 1969, imposed a 2 per cent interest equalization charge on all its loans and advances. Thus, in effect 
the basic rediscount rate was increased to 10 per cent. Borrowing under the preferential rates likewise in effect were increased to 7.75 per cent and 6 00 per cent for 
export financing and nee and com financing, respectively. It was clarified on November 25, 1969 (M.B. Res. No. 1980) that this 2 per cent interest equalization charge 
does not apply to loans ana advances secured by promissory notes of RCA and those secured by government securities. On December 18, 1969 (M.B. Res. 2219) the 
Monetary Board approved the exemption of credit instruments rediscounted with CB covering export activities under priority I from the 2 per cent equalization charge. 
However, on February 20, 1970 (M.B. Res. No. 342) the Monetary Board rescinded all exemptions from the 2 per cent equalization charge. 
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TABLE A3.-SCHEDULE OF CHANGES IN CENTRAL BANK 
REDISCOUNT RATES TO RURAL BANKS 
1955 - Present (December 7, 1970) 


Date 

M.B. Res. No. 

Interest Rate 


1955 - Dec. 13 

2156 

1/2 of l% a 


1957 -Apr. 5 

422 

1/2 of 1% 


1963 - Jan. 22 

97 

1/2 of 1% - 

1-1/2% 

2-1/2% 

For those in operation for not 
more than 3 years; 

For those in operation for 
more than 3 years but not 
more than 5 years; 

For those in operation for 
more than 5 years. 

1966 - Apr. 22 

598 

2% 

3% 

For those in operation for not 
more than 2 years from date 
of receipt of rediscounting 
application; 

For those in operation for 
more than 2 years from date 
of receipt of rediscounting 
application. 


a Ratc of interest applied to first loan extended to a rural bank. 


TABLE A4.-SCHEDULE OF CHANGES IN CENTRAL BANK INTEREST 
RATES ON PROVISIONAL ADVANCES TO THE GOVERNMENT 

(Budgetary Loans) 

1949 — Present (December 7, 1970) 


Date 

M.B. Res . 

National 

Government 

Date 

M.B. Res . 

Local 

Government 

1949 



1950 



July 21 

150 

2% 

Nov. 9 

77 

2% 




1965 






Jan. 8 

30 

5% 




1966 






Apr. 22 

627 

4-3/4% 
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TABLE A5.-COMMERCIAL BANK “A” 


Approved Rate 
(Per Annum) 


I. Loan and Discount 

1. Secured by real estate mortgage 

2. Clean loans 

3. Chattel mortgage, pledges 

4. Government bonds 

5. Cash deposits 

6. RCA 


12 per cent 
14 per cent 

13 per cent 
12 per cent 

2-1/2% spread over cost but not 
less than 8% except deposits 
under special agreement. 

3% spread over Central Bank 
rediscount rates. 


II. Call Loans to Commercial Banks 

1. Members of Bankers Asso¬ 
ciation of the Philippines 11-1/2% 

2. Non-members of BAP 11-3/4% 


III. International Accounts 

I. Discount on export bills 
purchased not covered 
by L/C 


2% above Central Bank 
rediscount rate, but not 
less than 10%. 


2. Export advances (depending on 
the bank’s rating of client) 

a) Secured by REM* and/or 

Red Clause 10-12% 

b) Unsecured 12 - 14% 

3. Inward Bills 11% in accordance with the 

Banker’s Association of the 

Philippines regulation. 


When the account is secured by a mortgage or titled real estate the following rates arc 
observed; 

a) If the rate of interest is 12 per cent per annum, no penalty charged for default is 
imposed. 

b) If the rate of interest is below 12 per cent* a penalty charge for default may be 
imposed, provided that the total interest and penally when added together does not 
exceed 12 per cent per year. 
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TABLE A6.—COMMERCIAL BANK “B” 


t-n 

ON 


A. LOAN OPERATION 

Type of Loan Loan Value 


Interest 


CHARGES 

Service Fees 


Collateral 


Terms of Payment 


.. Personal loans 

r240.00-l 0,000.00 

14% 

p.a. 

discounted 

Handling fee: 2% 
Life insurance 
coverage: 3/4% 

No collateral 

Equal monthly amorti¬ 
zations for terms of 6, 12, 
18, or 24 mos. 

1. Car plan 

Up tcP30,000.00 

14% 

p.a. 

discounted 

Handling fee: 2% 
Creditor Group Life 
Insurance premium: 
3/4% 

Car being financed 

For car plans, terms are 
up to 36 mos. 

!. Fly now, pay 
later plan 

Up tor 10 , 000.00 

12% 

p.a. 

discounted 

Handling charge: 2% 
Investigation fee: 
F20.00 

No collateral 



A. DEPOSIT OPERATION 


Type 


Interest 

I. Savings deposit 

- 

6% p.a. 

2. Time deposit 

- 


a) 180 days 

- 

6-1/2* 

b) 360 days 

- 

7* 

c) 540 days 

- 

8* 



TABLE A7. -COMMERCIAL BANK “C” 


A. LOAN OPERATION 


C H A RGES 


Type of Loan 

Lean Value 

Interest 

Service Fees 

Collateral 

Terms of Payment 

1. Secured 

For real estate 
mortgage: 50% 
of appraised 

12% 

Documentary fee: 

P0.04 documentary stamp/P200 
P0.04 science stamp/P200 

Real estate 
shares of stocks 
commodities 

Normally short-term, 
not to exceed 3 years. 


value 


T0.08/P 200.00 

produced 



For shares of 
stocks: 40-50% 
of appraised value 

For commodities 
produced: 70-80% 
of market value 





2. Unsecured 

Amount depends 
on the resources of 

13% 

F1.50 documentary stamp/F3,000 
PI.50 science stamp/P3,000 




the bank, the in¬ 
dividual’s ability 
ic pay, and the 
general banking act. 


?3.00/P3,000 




B. DEPOSIT OPERATION 


Type Interest 

1. Savings deposit — 6% per annum compounded quarterly 

2. Time deposit — 1% per annum payable at the end of the year 

(fixed) 

3. Checking account — no interest 



TABLE A8. -COMMERCIAL BANK “D M 


L/1 

00 


A. LOAN OPERATION 

Type of Loan Loan Value 

1. Time Loan For real estate 

a) Secured mortgage: 70% 


b) Unsecured For all other 
types of colla¬ 
teral: 50% 

2. Demand Loan 
a) Secured 


b) Unsecured 


CH ARGES 

Interest Service Fees Collateral 

Secured: 12% Handling fee: Real estate 

P5.00/P3.000 and over Chattel mortgage 
Shares of stocks 

Fully or partially 
secured by real 
estate: 12% 

Unsecured or 
partially 
secured: 13% 


B. DEPOSIT OPERATION 
Type 

1. Savings deposit 

2. Time deposit: 

a) 6 months 

b) 9 months 

c) 1 year 

d) 1-1/2 years 


Interest 

6% p.a. compounded quarterly 


6 % 

6-3/4% 

7% 

8 % 


Terms of Payment 

Upon date of 
maturity 


Upon demand of 
the bank 



TABLE A9.-COMMERCIAL BANK “E' 


vO 


A. LOAN OPERATION 


Type of Loan 

1. Time Loan 

a) Secured 

b) Unsecured 


Loan Value 

For loans secured 
by real estate: 
60-70% 

Residential lot: 
60% 

Commercial lot: 
70% 


2. Demand loan 

a) Secured 

b) Unsecured 


For loans secured 
by chattel mort¬ 
gage, pledge of 
shares: 50% 


3. Bills discounted 


B. DEPOSIT OPERATION 


CHARGES 

Interest Service Fees 


Collateral Terms of Payment 


If secured by real Handling charge: 
estate: 12% V 1,000-below T 1.00 

If secured by 1,001- 2,000 1.50 

other collaterals: 13% 2,001- 5,000 2.50 

5,001- 10,000 7.50 

10,001- 25,000 10.00 
25,001- 50,000 15.00 
50,001-100,GOO 25.00 
100,001-300,000 40.00 
300,001- up 75.00 
Unsecured: 14% Documentary fee: 

P0.04/P200 

Science tax: P0.04/P200 


Real estate 1. 
Chattel mort¬ 
gage 

Pledge of shares 


a) 20% of the prin¬ 
cipal is to be paid 
on due date 1-126 
days 

bj 30% of the prin¬ 
cipal is to be paid 
on due date. 


2. For demand loans, the 
bank can demand pay¬ 
ment anytime, but may 
just collect interest 
every month. 

3. For bills discounted, full 
payment is given during 
due date. 


Type 


Interest 

1. Savings deposit 

- 

6% p.a. 

2. Time deposit 

- 


a) 180 days 

— 

6-1/2% 

b) 360 days 

— 

7% 

c) 540 days 

- 

8% 



TABLE A10.-COMMERCIAL BANK “F’ 


On 

O 


A. LOAN OPERATION 

Type of Loan Loan Value 


CHARG E S 

Interest Service Fees 


1. Short-term 


2. Long-term 


For loans secured 
by real estate; 
70^ of current 
market value 

For loans secured 
by chattel mort¬ 
gage: 50^ 


Varies from 11-1/2^ 
to 14v& depending 
on the type of 
borrower 


Documentary fee: 
actual expenses in¬ 
curred in the re¬ 
gistration of 
documents 

Commission fee: 
2% of the loan 
value 


For loans secured 
by shares of stocks: 
no fixed percentage 


Collateral 

Real estate 
Chattel mortgage 
shares of stocks 


B. DEPOSIT OPERATION 

Type Interest 


1. Savings deposit - 6% per annum 

2. Time deposit — 7% per ann um 


Terms of Payment 
Varies from 365 days 



TABLE A11 .—COMMERCIAL BANK "G” 


Os 


A. LOAN OPERATION 


CHARGES 


Type of Loan 

Loan Value 

Interest 

Service Fees 

Collateral 

1. Industrial loan 

For loans secured 
by real estate: 

60% of appraised 
value 

11-12% on loans 
secured by real 
estate 

(see next page) 

Real estate 
Chattel mortgage 
Cash deposits 
Stocks 

2. Commercial 
loan 

For loans secured 
by chattel mort¬ 
gage: 50% 

11-1/2-14% on 
loans secured by 
other types of 
collateral 



3. Crop loan 

For loans secured 
by cash deposits: 
100% 

12-14% on un¬ 
secured loans 



4. Consumer 
loan 

For consumer loan, 
the maximum is 
P5,000 





B. DEPOSIT OPERATION 


Type 


Interest 


1. Savings deposit 

2. Time deposit: 

a) 90 days 

b) 180 days 

c) 360 days 

d) 540 days 


6 % p.a. compounded quarterly 


6 % 

6 - 1 / 2 % 

7% 

8 % 


Terms of Payment 

1. 1-5 years 

2. 30 days -1 year 

3. 270 days -1 year 

4. 4 months 


Payment is made 
either monthly, quarterly 
or annually. 



TABLE A12.-C0MMERCIAL BANK “H" 
SERVICE FEES 


Documentary and Science Stamps 



Fees 

Amount of Loan 


P .08 

P 1.00 - 

P 200.00 


.15 

201.00 - 

400.00 


.24 

401.00 - 

600.00 


.32 

601.00 - 

800.00 


.40 

801.00 - 

1,000.00 

Handling Fees 




Clean loans: 

P 1.00 

P 1.00 - 

P 1,000.00 


2.00 

1,001.00 - 

5,000.00 


5.00 

5,001.00 - 

above 

Secured loans: 

P 2.00 

P 5,000.00 - 

below 


5.00 

5,001.00 - 

P25,000.00 


10.00 

25,001.00 - 

50,000.00 


15.00 

50,001.00 - 

above 

Drafts: 

P 3.00 for any amount 



Sugar: 

P 1.50 per P3,000 



Inspection Fees 

P 5.00 

P 1,000.00 - 

PI 0,000.00 


10.00 

10,001.00 - 

50,000.00 


15.00 

50,001.00 - 

75,000.00 


20.00 

75,001.00 - 

above 

Acknowledgement Fees 

P 5.00 

P 1.00 - 

P 5,000.00 


10.0C 

5,001.00 - 

19,999.99 


20.00 

20,000.00 - 

49,999.99 


25.00 

50,000.00 - 

above 


PI 0.00 regardless of amount 


Cancellation Fee: 



COMPARATIVE EXPERIENCE OF OTHER COUNTRIES 
IN INTEREST RATE REFORM 


In 1965, Korea raised its interest rates to a maximum of 34.5 
per cent per annum for deposits and 26.0 per cent per annum for 
loans. Preferential treatment was given to the export industry, and 
the interest rate on loans to this industry was kept at 6.5 per cent 
per annum. The difference between the interest rates on loans and 
savings was negative so that the government had to subsidize the 
banks to avoid a loss in earnings. As a result of the reform, there was 
a sharp increase in time and savings deposits and money trusts. 
Savings increased by 48 percent in three months and by 160 percent 
in one year. 

In spite of the increase in interest rates on loans, the share in the 
GNP of investments increased from 14.7 to 21.6 percent. In absolute 
values, investments grew from 118.5 billion in 1965 to 223.0 billion 
in 1967. 

In the early 1960’s, the Bank of Taiwan charged a monthly in¬ 
terest of 1.50 per cent per month on loans. This rate was gradually 
lowered to 1.20-1.68 per cent per month. Currently, it charges 1.11 
per cent per month for all loans except those granted to the export 
industry. At the same time, interest rates on savings are maintained 
at 1.6 to 1.8 per cent per month. At present, rates for time deposits 
range from 10 to 10.8 per cent per annum. By 1968, time and 
savings deposits were 13.3 times the volume of time and savings 
deposits in 1958. Gross domestic fixed capital formation, as a 
percentage of GDP, increased annually from 14.5 percent in 1964 
to 22.04 per cent in 1968. 

Indonesia has launched a monetary and credit reform program in 
recent years. As in Korea, the basic strategy was to allow interest 
rates on deposits and loans to rise in accordance with market forces. 
As loan rates approached those prevailing in the unregulated markets, 
an increasingly greater proportion of loans has been coursed through 
the organized and regulated financial markets. On the other hand, as 
deposit rates rose there was an increasing flow of repatriated 
Indonesian funds from overseas deposit accounts into Indonesian 
banks, because deposit rates in Indonesia very much exceeded 
overseas rates. 


63 



The surge in domestic deposits also enabled the Indonesian 
monetary authorities to bring about a dramatically significant 
monetary and price stabilization. Thus, at the present time, deposit 
and loan rates have been gradually eased down from previous high 
levels. 

Indonesia has apparently also gone beyond the Korean experience 
to the extent that institutional changes were effected to allow the 
financial institutions to move into medium -and long-term placements 
of the funds channeled to them. In Korea, this institutional or 
structural adjustment has not been undertaken, so that while there 
is a large volume of loanable funds with commercial banks, foreign 
funds have been availed of to satisfy medium- and long-term 
requirements. 
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NOTE ON THE TECHNICAL COMMITTEE 
TO STUDY INTEREST RATES 


After several meetings held at the National Economic Council 
wherein amendments and clarifications to the various reports from 
participating agencies were openly discussed, Mr. Josemo Gallardo 
of the Presidential Economic Staff was given the task of consolidating 
the different reports into the find draft. During the process, 
substantial contributions were obtained from Dr. Edita A. Tan of the 
University of the Philippines who serves as Consultant on Monetary 
Affairs to the National Economic Council. 

The following compose the technical committee: 

Mr. Joselito Gallardo, Presidential Economic Staff 
Mr. Dominador Gomez, National Economic Council 
Mr. Honesto Nicandro, Central Bank of the Philippines 
Mr. R. J. Villd' 7 , Development Bank of the Philippines 
Mr. . .‘or Macalincag, Department of Finance 
Mr. Meynardo Orbeta, Board of Investments. 

The following participants also gave invaluable assistance to the 
study: Mr. Juan Quintos, Jr. (CB), Mr. Reynaldo Palmiery (Finance), 
Gary Makasiar (NEC), Chita Subido (NI C), Alberto Santos (PES), 
Erlinda de Jesus (PES), and, to reiterate, Dr. Edita A. Tan (NEC). 
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TOWARDS A FLEXIBLE INTEREST RATE POLICY 
OR LOSING INTEREST IN THE USURY LAW 


By GERARDO P. SICAT 
Chairman 

National Economic Council 


and 


AN APPRAISAL OF USURY LAWS 


By VICENTE ABAD SANTOS 






TOWARDS A FLEXIBLE INTEREST RATE POLICY 
OR LOSING INTEREST IN THE USURY LAW* 


GERARDO P. SICAT 
Chairman 

National Economic Council 


The first time I addressed the faculty and student body of this 
University thirteen months ago, I spoke of the importance of a 
policy made in Manila which has far-reaching effects on the economy 
of areas like Marawi. 

At that tune, I said: “Decisions on exchange rate policy in Manila 
are not remotely related to the pace of development.” Then I made 
the pronouncement that the unrealistic exchange rate, such as 
existed then, was hurting regional development. 

I was then a Professor ol Economics at U.P. Upon my arrival that 
Sunday in Manila, all the papers were splashed with the news that the 
“floating exchange rate” has been adopted. 

It was four and a hall months later that 1 found myself in govern¬ 
ment as Chairman of the National Economic Council. 

Protective Laws and Economics 

Today I shall talk about another point which might be considered 
as obviously unrelated to regional development. But oftentimes, the 
most obvious things happen to be the least obvious. It is one of the 
tasks of government policy-makers to call attention to these lapses in 
common sense. Among the great candidates for these concern those 
laws which have been designed to protect the common man, our 
proverbial Juan de la Cruz. 1 he thrust of such laws is to protect him 
from the “elements”, more precisely the exploitative elements. 

*Keinarl;s pro pared lor delivery before a University Convocation at tin* Mindanao 
State University, Marawi City, April 2, 1971. The Chairman decided, at the last moment, 
to deliver an extemporaneous talk on more general matters. 



This defensive attitude is, I think, very evident from, say, the 
minimum wage laws, the tariff structure, the fixed exchange rate 
policies, import controls and others. Yet, I fear that in almost every 
case, the ounce of prevention had turned out to be a pound of costly 
distortion, most particularly to Juan’s own pocket. 

Today, I call particular attention to still another area of policy, 
more specifically, to one of the most sensitive, yet least tampered, 
tool of monetary policy: the interest rate. 


The Usury Law 

Traditional disdain for the usurer dates back tc the middle ages. 
In fact, Shakespeare has so well dramatized it. Shylock, the merchant 
of Venice, forerunner of the proverbial Jew, is an ini‘-'national 
personality known for cleaning people’s pockets dry. In th- ,,e times, 
refusal or failure to pay in kind sometimes even meant losing a pound 
of living flesh, by written contract. If the practice sounds rather 
ghastly, we can still be thankful that those vampires did not cry 
for blood instead. For one thing, blood certainly would have sold 
easier in the marketplace. We remember how Portia, in the guise of a 
righteous public defender, outtrickcd the merchant by stipulating that 
the pound of flesh should be extracted without any drop of blood. 

The legal solution replacing Portia’s is now well ensconced in the 
jurisprudence of many countries. Ceilings are set on interest rates and 
any rate in excess of these ceilings is called usurious and punishable 
by law. 

Throughout succeeding generations, social values have always held 
usurious practices in contempt. Social mo - lity has largely remained 
humanitarian in spirit. Today, however, the science of economics has 
developed its own social arena, where samaritanism no longer 
monopolizes the klieglights and where nobody necessarily has to 
end up begging either. 

While much of Filipino contemporary thought has diverted from 
some of the old notions, still strong traditional thinking on the 
subject of usury has persisted through the ghost of an old law passed 
way back in 1916. Sad to say, the spectre of this law has today 
become the biggest obstacle to an effective monetary policy. 
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The law was expressedly written to protect the small Filipino 
borrower from the claws of unscrupulous loan vultures. It conse¬ 
quently, therefore, pegged ceiling rates on what it deemed were the 
only types of borrowings: secured and unsecured loans. For loans of 
the former type, the law provided for an interest charge no higher 
than 1 2 per cent per annum. On unsecured loans, the law allowed a 
higher ceiling of 14 percent to cover possible additional risks inherent 
in lending. 

Obsolescence 

It is interesting to note that the law was passed a clear 33 years 
even belore the economy legally evolved central banking (the supreme 
authority on monetary policy). Times have greatly changed since the 
turn of the century, and the capital market lias become more sophis¬ 
ticated and complicated. Credit availmcnts arc now available in 
different forms and with varying maturities and risks. Lending itself is 
classified into direct and indirect. In short, the rapid developments 
overtive decades have rendered the Usury Law somewhat anachronis¬ 
tic. Tne law is not only obsolete by dysfunctional as well. 

I step into this rostrum today to formally propose the lifting of 
such ceiling rates. The capital market is literally bursting at the seams, 
with supply badly dislocated from demand at the prevailing rates. 


The 'General Picture 

The overloaded demand for capital may be traced to such low 
rates that seem to cling so faithfully to the law. On the supply side, 
the savings response has remained rigidly timid for exactly the very 
same reasons. An uneven strain, therefore, lias developed within the 
capital market. And there is no proof to show that whatever short 
supply of capital exists is actually being allocated in the most 
efficient manner to the numerous sectors in need. 

Market Circumvention 

Under such conditions, it would be natural to find that the ceiling 
rates (which are the prevailing rates) fail to reflect the true cost of 
capital and have tended to price capital very cheaply. The indications 
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take the form of ingenious circumvention schemes resorted to by 
different lending institutions in the organized money market. You 
will find this documented in the Report of the Inter-Agency 
Committee on the Study of Interest Rates which I transmitted to the 
National Economic Council. 

The Usury Law covers direct lending only, without regard to 
maturities and collateral, It thereby discriminates against riskier, 
longer-terms which require relatively higher interest rates. 

Therefore, commercial and rural banks have been known to slap 
additonal charges on loans for all kinds of handling, appraisal and 
notarial services. The practice has raised effective rates to something 
like 16.8 per cent for commercial banks and 18 per cent for rural 
banks. 

Another popular circumvention strategy, which is widely accepted 
among financial institutions, includes the outright deduction of the 
initial year’s interest from the total loan amount at the time of 
release. Development banks and investment banks have caused 
effective rates to rise to as much as 15 percent per annum. Govern¬ 
ment-financed institutions have reached effective rates around the 
level of 16 per cent. 

This regulation of direct lending has instead favored credit in the 
form of bonds, installment purchases and other commercial papers - 
in other words, indirect lending. 

With bond notations, for example, smart borrowers have attracted 
resources by intentionally offering issues for less than par value, 
resulting in a higher effective rate than nominally stipulated. 

In the area ol consumer credit, installment schedules have been so 
devised to effect monthly rates of over 4 per cent with resultant 
annual rates ranging fro in 51 to 6! per cent. 

The preceding cases were all observed from actual transactions in 
the organized money market. The fluctuation amplitudes in the 
unorganized markets are much wider, oscillating between 60 and 
400 per cent. The figures here more than expose the concealed cost 
ol capital and reflect its acute shortage as well. Of course we also 
know that within our extended family system there are still note¬ 
worthy examples of interest-free lending by close relatives. But these 
are exceptions and they cannot hold sway over the most important 
and prevalent types of ordinary unregulated loan transactions. 
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Popular Objections 

In making these observations, I am probably destroying long 
cherished views. Yet any knowledgeable person would easily be in a 
position to concur with these observations. After all, the interest 
rate is simply the price of credit and should be allowed to behave like 
any other price. 

From the business viewpoint, clamors to keep capital cheap will 
be strong. Labor has become increasingly expensive, and this came 
about largely through other “protective” laws. It seems only fair that 
capital should similarly be kept cheap. The widespread fear is that 
higher interest rates would discourage investments and consequently 
retard economic progress. 

Well, the contention is not entirely wrong. But it is not compre¬ 
hensively right either. 

Low Savings: An Important Constraint 

My personal feeling is that the effective mobilization of savings for 
development, not high interest rates, has become the biggest 
constraint to investment in this country. And the “lowful” rates 
(pun intended) have been primarily responsible for the shy inflow 
of savings into the desirable investment stream. 

High interest rates and progress are neither contradictory nor 
mutually exclusive. Interest rates are simply the cost of the commo¬ 
dity, which is credit. And the price of such a commodity has to be 
reckoned via the market forces for purposes of optimal allocation. 

Businessmen, familiar with the operation of market forces, know 
very well that price fluctuations are within the realm of ordinary 
business day-to-day risks. Mature business decisions are expected to 
cope witii such risks - unprotected. 

At the current rates, demand exceeds supply and a few entre¬ 
preneurial dreams will have to be left unrealized. Yet this need not 
be the case. I here are available resources that remain dormant and 
detached from the market, for an obvious reason, naturally. Deposit 
rates are unattractive. In fact, with the inflation rate eating into it, 
the effective rate becomes very much smaller if not negative. And 
realistic interest rates should be a basic weapon against inflation. 
These untapped resources remain largely in the form of rural savings 
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hidden in the proverbial “alkansiya”, stacked inside bamboo posts and 
bed mats and of capita) tied-up in real estate speculation and stashed 
away secretly in foreign banks. 

One way of getting them out into the open is to raise interest 
rates. Unless this deposit habit is ever inculcated among the rural folk, 
more and more resources in the form of hoarded savings will get 
displaced from the investment stream. This becomes especially 
relevant as agricultural sectors expect windfall incomes this decade. 
And if ever the development pace slackens, then we will have to point 
the finger on a much more likely scapegoat than merely high interest 
rates. Meanwhile, progress shall be moving to the old familiar tempo 
of an old familiar dirge. 

Experience of Neighboring Countries 

The experiences of Taiwan and South Korea in the 1960’s give 
optimistic indications as to the positive response of rural savings 
towards increases in interest rates. 

In 1965, South Korea raised its interest rates to a maximum of 
34.5 per cent per annum for deposits and 26 per cent for loans, with 
the government subsidizing commercial bank losses. In 3 months, 
savings deposits increased by 48 per cent. Within a year, savings was 
1.6 times higher than its original level. The private sectors accounted 
for 86 per cent of the total, and the corporations for between 13 and 
15 per cent. On the other hand, investments still increased unabated 
from 14.7 percent of GNP to 21.6 percent during the same period. 

Taiwan, in its attempt to attract more savings in 1958, maintained 
a high level of interest rates: 1.6 per cent monthly on time deposits 
with loan agreements and 1.8 per cent for those without loan agree¬ 
ments. Meanwhile, the interest charge on loans even reached as high 
as 1.83 per cent monthly. The result of this policy shows a thirteen¬ 
fold increase in savings deposit over the 1958-1968 period. Currently, 
monthly charges on loans are back down to 1.11 per cent and time 
deposit rates are down to around 10 per cent. 

Even Indonesia, reeling from decades of stagnation and inflation, 
recently also freed interest rates on deposits and loans to rise in 
accordance with market forces. As loan rates approached unregulated 
market levels, it was observed that an increasingly growing proportion 
of total loans was coursed through the organized regulated market. 
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One other result was the increasing flow of repatriated Indonesian 
funds from overseas deposit accounts as local rates very much 
exceeded overseas rates. 

In our country, farmers and industrial entrepreneurs are significant¬ 
ly sensitive to price incentives and inducements. Clearly, there is a 
case for raising the rates in order to case the strain on the financial 
market. Where supply is low, primarily on account of an outmoded 
legislative regulation, there is danger of corruption and malversation. 


Corruption: Supporting the Inefficient 

Because of the meager supply of loanable funds, rationing becomes 
inevitable and the temptation to corrupt the signee exerts tremendous 
pressure on countless borrowers. Ten percenting (or kickbacks) used 
to be an accepted SOP during the days of import-exchange controls; 
in the area of lending this is also not unlikely, given conditions of 
capital-rationing through credit availment. There is a strong suspicion 
that a number of strange loan transactions may have been decided 
solely on the merits of collateral size, rather than on economic 
efficiency. Therefore, this setup leaves a wide room for entertaining 
big but relatively inefficient projects. 

Meanwhile, the loan of the small, helpless borrower needed to 
finance a modest but efficient project is hard to come by. The 
oligarchs are left to share whatever few spoils there are, sometimes 
quite prodigally. And during the melee, does anybody ever really take 
time to remember for whom the law was tailor-made in the first 
place? Who is it that in the end is helplessly forced to borrow at the 
usurious rates of the unorganized money market? That is right, 
Juan dc la Cruz . . . and sometimes, all this hassle even discourages 
him from borrowing at all, so that a better livelihood is hopelessly, 
albeit philosophically, foregone. 


Labor-Intensification 

Viewed against the general conditions of the economy, where labor 
unemployment is chronic, the imposed cost of capital inputs com- 
poundly discriminates against industrial labor-intensity. The situation 
is further aggravated by an unrealistic wage policy over which we shall 
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have other occasions to discuss. Where intermediate goals clamor for 
more employment opportunities, certainly the superficial cheapening 
of capital has no justifiable place. 

The Export Drive 

A rise in the interest rate ought to do two things for exports: 

a) encourage labor-intensive industries, which substantially abound 
in the export sector owing to our international comparative 
advantage in labor-supply, and 

b) provide a wider interest rate differential that could be used to 
promote export priorities as was done in Taiwan and South 
Korea. 

The discrimination against labor-input (partly owing to low interest 
rates) together with the undervaluation of foreign exchange and an 
outmoded tariff system have been the two staunchest barriers to an 
overdue export diversification. 

The increased cost of capital credit resulting from freed interest 
rates should somewhat offset the artificial advantage that capital 
inputs have been enjoying over superficially-priced labor. In large 
measure, this contributes towards correcting the economic distortions 
that have indirectly stifled export growth so far. 

A higher resultant interest rate also allows for preferential rate 
schemes to stimulate preferred labor-intensive export activities. It 
provides for broader downward differential rating for different 
projects ranked according to economic priority, developmental 
relevance, and viability. The successful experiences in both Taiwan 
and South Korea merit enough serious attention to warrant against 
belittling such progressive development strategies as interest rate 
adjustments of the type suggested. Supported by favorable policies 
like a realistic foreign exchange rate, entrepreneurs should really 
derive more incentives to establish a historical record of export 
performance and not just be intent on getting them. 


Regional Development 

Corollary to export promotion, of course, is the theme of regional 
development. Where export promotion is being strangled, consciously 
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or unconsciously, chances are that the program of regional develop¬ 
ment also gets choked. 

Firstly, does the farmer stand a very good chance of upliftment 
when the big guys who own well-couched businesses in the cities 
monopolize access to most of the funds? 

Secondly, our exports have been primarily rural or agriculturally 
based. When capital is made cheap relative t o labor and other inputs, 
capital-intensity (imports) is encouraged and development begins to 
occur more progressively in urban areas. In fact, the rate of subsidy 
for imports before the floating rate is estimated at 36 per cent. 
Meanwhile, exports are discouraged and agricultural development is 
made to suffer. What happened in this country is that we tolerated 
this state of factor-mispricing too long. Is it still any wonder, then, 
that dreams of regional development commensurate with urban 
progress have not been satisfactorily realized? 

Closely linked to regional industrialization is the concept of wider 
income distribution which also implies greater availability of in¬ 
expensive housing, one area where a gaping shortage still prevails. To 
this end, interest rate reform should prove of invaluable importance. 
An anticipatedly higher rate of capital credit should easily provide 
more elbow room with which to push such socially-desirablc projects 
than current interest levels would now allow. That is, if a constant 
differential is maintained for pursuing such goals, the resultant 
“subsidy”-rate would still be higher and the effective loss for the 
donor less than what is now possible - a social situation in which 
everyone would be better off than otherwise. 

Tiie Urban Game of Speculation 

Some urban earners, who have not had the propensity to invest 
productively, manage to maintain enough spending propensity and 
direct unused resources to less productive and highly speculative 
assets: real estate, jewelry and stock market manipulation. Every peso 
tied up in these assets means an equivalent amount of foregone 
investment and, correspondingly, much more foregone production. 
There is reason to believe that resources pumped into these un¬ 
productive endeavors are not insubstantial. As more resources revert 
to these areas, the savings rate suffers and more output is foregone. 
With less production, assuming spending rate constant, we have what 
we all know as inflation, i.e., more money chasing less goods. 


77 



More Reason, Less Protection 

I am citing a host of maladies that are so intertwined I do not even 
know where to stop. The point is that the same old theme of over¬ 
protection appears to yield the same old results: niisallocation of 
resources, graft, corruption, and economic distortion, all of which are 
by now so familiar to your ears that 1 am beginning to sound like 
a wreck-chord. 

Yet, 1 only warn that oftentimes the wrong means kill the most 
righteous goal. And towards the dream of regional industrialization as 
we envision it, unrealistic interest rates certainly do not pose to be 
the most rational means. With capital long tacked to so cheap a price, 
the favored entrepreneur has obviously been allowed to enjoy his 
well-protected fun. The reform I seek today is in no way intended 
to end the fun. It is only to end the protection and to commence 
the inducement towards more desirable directions in our development 
policy. 
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AN APPRAISAL OF USURY LAWS 


Vicente Abaci Santos* 


Shy . . . Let him look to his bond; he was wont to call me 
usurer; - let him look to his bond: he was wont to lend money 
fora Christian courtesy; - let him look to his bond. 

Merchant of Venice, Act III, Scene I 


Introduction 

The Shylocks have not merely strutted or skulked on the 
Shakespearean stage: the whole world abounds with them, has 
known them for ages, and most probably, like the poor, they 
will always be with us. 

II we look back upon history, we shall find that there is scarcely 
any people, ancient or modern, that have not had laws to repress 
usury. For usury has such a down-to-earth reality and grimness 
(because of the ever present possibility that the usurer will strike 
his hard bargain with any man) that its elimination has engaged the 
attention not only of law-makers but of economists, moralists and 
philosopher as well. Thus, if we examine the history of usury we 
can perceive the influence of various thoughts and forces in the 
tormulation of satislactory solutions to the elimination of usury. 

It is said that usury has always been regarded with abhorrence and 
early writers on the subject recorded their prejudices in the most 
violent language so that those who practiced usury were pointed 
at and detested, their persons shunned and their residences called 
the devil’s vineyard. 1 While today the violent language has been 


IX.H. (L.l\), IX.M. (Harvard), Associate Professor of Law Presently the 
Secretary of Justice. 

Make for instance the following description given by John Illaxlon: “The usurer is 
known by his very looks often, by his speeches commonly, by his actions ever; he hath a 
leaue cheeke, a meagre body, as il' he were fed by the devilYs allowance, his eyes are almost 
sunke to the backside of his head with admiration of money, his cares are set to tell the 
eloe.ke, his whole carcass is a mere anatomy/' Ouoted by Murray, The History of’ Usury 
(IJUifi), p. 23. * 



tempered somewhat, still we hear some persons described as “loan 
sharks,” that is, unscrupulous lenders who exact from necessitous 
borrowers of small sums unconscionable returns for their loans. The 
term “loan shark” moreover connotes not merely a charge of law- 
violation but also a moral judgment and condemnation of the 
lender’s activity. 2 

But what is meant by “usury” and what does its history reveal to 
us? What is the evil which usury laws aim to eradicate? And what 
is the ideal usury law by which the evil can best be eradicated? 

The Meaning of Usury 

The word “usury” is said to be derived from the Latin words 
usus and aeris, the first meaning to use and the second a mark 
upon money to show its value. 

It is a mistake to suppose, however, that the term “usury” was, 
or even at present, limited to the use of money; it has been equally 
applied to the use of other things. 3 

In ancient times “usury” was synonymous with “interest,” 
meaning any return for the use of the thing loaned. During the 
Middle Ages the term was given a wider meaning and applied not 
only to loan transactions but to other acts as well. Tawney tells 
us that the ecclesiastical writers gave an elastic interpretation to the 
term tor they applied it not only to the taking of interest fora loan 
but also to “the raising of prices by a monopolist, the beating down 
of prices by a keen bargainer, the rack-renting of land by a landlord, 
the sub-leasing of land by a tenant at a rent higher than he himself 
paid, the cutting ol wages and the paying of wages in truck, the 

“A very candid view toward present-day usury is expressed by lirett, Usury in Britain 
(1945), p. i 5, who says: “Most usurious practices result in the creation of debt. * * * Debt 
is probably a more potent cause of human unhappiness than sex, without the com¬ 
pensation that the latter sometimes brings.” 

^llius an early writer, Fenton, slated: “For if a woman should lend her neighbor two 
egges, to have three againe, were it not dcmnable usuric!” Quoted by Murray, cited, p. 13. 

Section 1 o! the Philippine Usury Law (Act No. 2655 as amended by Commonwealth 
Act No. 399) gives the ob efts the use of which may involve usury. From this section also 
can lie derived the generally accepted present-day definition of usury'. This section reads: 

No person or corporation shall directly or indirectly lake or receive in money or other 
property, real or personal, or choscs in action a higher rate of interest or greater sum or 
value, including commissions, premiums, fines and penalties, for the loan or renewal thereof 
or forbearance of money, goods, or credits, where such loan or renewal or forbearance is 
secured in whole or in part by a mortgage upon real estate the title to which is duly 
registered, or by any document conveying such real estate or an interest therein, than 
twelve per centum per annum.” 
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refusal of discount to a tardy debtor, the insistence on unreasonably 
good security for a loan, the excessive profits of a middle-man.” 4 In 
short, during those times, usury applied to any bargain in which one 
party obviously gained more advantage than the other and utilized 
his power to the full. At present, however, usury is a mere creature 
of legislation so that the generally accepted definition is that it is 
the contracting for or receiving something in excess of the amount 
allowed by law lor the loan, renewal or forbearance of money, goods 
or chattels; although, as we shall hereafter see, some countries, 
adopting the principle of Iaesio enormis, have abandoned the practice 
of setting a ceiling on interest rates and have declared as usurious 
only those transactions wherein there has been a clear oppression of 
the borrower by the lender. 

The History of Usury 

The history of usury and history legislation presents an interesting 
study. It is at the same time useful, for, as Holmes tells us, “the 
history of wlut the law has been is necessary to the knowledge of 
what the law is.”' 1 Without doing violence to Holmes we can perhaps 
add that the history of the law is as well important to determine how 
it can be shaped to meet new or even novel situations. 

Most civilizations of which we have available historical records 
have been confronted with the problem of usury and have attempted 
to deal with it. In the following pages we shall inquire into the history 
of usury and usury legislation among some of the more notable 
civilizations. 

A. The Jews 

The Jews have always been a maligned people; and in their credit 
transactions especially, the attacks have been vitriolic. At a time 
during the Middle Ages when credit transactions were forbidden to 
Christians but allowed to Jews because it was said that they were 
damned anyway, the latter were hated not only on account of their 
religion but also for their wealth and alleged extortions. So prominent 
has been the role of Jews in credit transactions that the uninformed 
may harbor the idea that they have no scruples against usury. The 


‘Ha wnry, Religion and the Rise of Capitalism (Mentor Hook ed., 1940), p. 131. 
'•Holmes, The Common Law (1001), p. 07. 
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fact, however, is that as early as the Biblical times the Jews had 
prohibitions against lending at interest. This prohibition was, 
however, only partial; it applied to loans made by a Jew to another 
Jew but not to one made to a Gentile. Thus we find in the Old 
Testament the following: 

“If thou lendest money to any of my people that is poor 
by thee, thou shalt not be to him as a usurer, neither shalt thou 
lay upon him usury.” (Exodus, xxii, 25). 

“And if thy brother be waxen poor arid fallen in decay with 
thee, then thou shalt relieve him, though he may be a stranger 
or sojourner, that he may live with thee. Take thou no usury 
of him, or increases, but fear thy God; that thy brother may live 
with thee. Thou shalt not give him thy money upon usury, nor 
lend him victuals for increase; I am the Lord your God.” 
(Leviticus, xxv, 35-37). 

“Thou shalt no lend upon usury to thy brother; usury of 
money, usury of victuals, usury of any thing that is lent upon 
usury. Unto a stranger thou mayest lend upon usury, but unto 
thy brother thou shalt not lend upon usury; that the Lord God 
may bless thee.” (Deuteronomy, xiii, 18-20). 

Commentators of these passages point out that the prohibition 
of usury or interest among the Jews was based on political rather 
than moral considerations. It is pointed out that, since the Jews 
were allowed to exact interest from Gentiles, “it is impious to 
suppose that God would tolerate the practice of a thing simply and 
naturally unlawful.” 6 

It is to be noted that the prohibition of interest hr transactions 
between Jews was inspired by the economic and social conditions 
of the people then. Dana tells us that “The Jews were a peculiar 
people, isolated, exclusive, without commerce, without trade, 
without manufactures — nothing but the distaff and shuttle under 
the tent, or two women grinding at the mill. They had no mode of 
investing capital. Capital consisted of gold, jewels and raiment, which 
were laid up in chests, and which they used as they needed. For a 
man to lend money to his neighbor, was very much like a man’s now 


^Anderson v. Winston, Jefferson’s (Va.) Rep. 24 (1736). 
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lending a book to his neighbor. Any of us would be ashamed to 
charge for lending a book to his neighbor.” 7 

Thus in a society living under a theocracy and where the relations 
between members must be kind and helpful, the prohibition against 
the exaction ol interest was aimed at preventing extortionate or 
oppressive bargains. An early American case summed up the reasons 
for the prohibition in the following lines: “First, to obviate that 
avaricious disposition so observable in that people, and to prevent 
it from running out into oppression of one another; and second, 
thereby to cement them into a closer bond of amity to each other. 
Third, to secure and strenghten that democratical government Moses 
intended to institute, by preserving some kind of equality in 
property.”" 

The exaction of interest from Gentiles was quite another thing. 
Coke tells ys that it was allowed as a means to exterminate or 
depauperize the Gentiles so that they would not be able to injure 
God’s chosen people." 

D. The Greeks 

It is claimed as a virtue of the ancient Greeks that they had no 
special legislation on usury. In a sense this was true, for when Solon, 
the famous law-giver, was called to make laws for the Athenians, he 
permitted them to regulate the rate of interest by their own contracts. 
Athens was then in a state of absolute anarchy and when Solon was 
asked if he had provided the best laws for the Athenians all he could 
answer was that lie had provided the best that they were capable 
of receiving. 

It is a mistake to suppose, however, that the Greeks exacted 
interest without limits, for the truth is that they had customs on 
the matter which were just as effective and binding as any formal 
legislation. Custom established the practice of not allowing more than 
12 per cent a year on ordinary loans and 18 per cent a year on 
commercial loans. The basic rule was that the rate of interest was 
determined by the risk involved. Where a lender exacted exorbitant 


^Daiia, Jr., It., Speech in the House of Keprescsilalivcs of Massachusetts, February 14, 
1867, on the repeal of usury laws - llconoinie Tracts No. IV (1881), p. 42. The Society for 
Political Kducation (N.Y.). 

ft Anderson v. Winston, cited supra. 

^Cokc, Ik., Instituted, Part III (1809 cd,), 151. 
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interest he was regarded as a thief, forced to make restitution and 
was thenceforth held in contempt. Thus the usage in the case 
established the law. 

The rates of interest prevaili" <,in Athens at that time were regarded 
as reasonable considering that there was then a dearth of capital, 
some amount ol risk involved, and that labor was cheap. It may well 
be argued that the custom on the matter was aimed at preventing 
unconscionable and extortionate bargains as can be seen by the 
distinction made between ordinary and commercial loans wherein a 
higher rate of interest was allowed in the case of the latter. That the 
purpose of their custom on usury was to prevent oppression becomes 
manifest to us when we consider the fact that Aristotle was com¬ 
pelled to write his dictum on usury only when the rates of interest 
became oppressive to the agricultural class whose fortunes were 
always uncertain, llnis, 300 years after Solon, Aristotle wrote that 
Of all the modes ol accumulation the worst and mo'&t unnatural 
is interest. 1 1 1 Interest ought to be charged on nothing which is 
incapable ol generating or breeding. Money is barren. One coin 
cannot generate another - therefore interest ought not to be charged 
on money.” 

While Aristotle wrote with an eye to the conditions prevailing 
during his time, it is ironic to note that his dictum never gained any 
influence and that the Greeks went on charging interest. At other 
times when Aristotle’s dictum could possible not have much rele¬ 
vancy, it was utilized by writers like St. Thomas Aquinas, Domat, and 
Pothier who ranked all interest of money under the name of usury 
and condemned it. As we shall hereafter see, Aristotle’s dictum gained 
much influence and dominated thought in Europe for many 
centuries. 


C. The Romans 

Not so far away, west of Greece, the Romans had their share of the 
problem of usury, too. The Romans did not derive their objection 
to usury from the prohibitions of the Mosaic law because they knew 
nothing of that law. For about 300 years after the founding of the 
city of Rome there were no laws respecting usury although its 
practice was well-known and was one of the most common topics of 
popular complaint and excitement. Thus Marx tells us that the “wars, 
by which the Roman patricians ruined the plebeians, by compelling 
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them to serve as soldiers and thus preventing them from reproducing 
the requirements of their productive activity and making paupers of 
them, filled the sheds and cellars of the patricians with looted copper, 
the money at that time. Instead of giving to the plebeians directly 
the necessary commodities, grain, horses, cattle, they loaned to them 
this copper, for which they had no use themselves, and availed 
themselves of this condition for the purpose of enforcing enormous 
interest by usury, thereby turning the plebeians into their debtor 
slaves.” 10 And when Roman officials were finally forced to act 
they did so purely from considerations of public policy because they 
found that unlimited usury led to unlimited oppression and that the 
conflicts between creditors and debtors gave rise to agitation and 
disturbances of public peace. 

So great was the dislike of the Romans against usury that they 
regarded it as an aggravated species of theft and punished it with 
utmost severity. The punishment for theft was only forfeiture of 
double tne amount stolen but in case of usury the criminal was 
punished by condemnation and forfeiture of quadruple the value 
of interest taken. 

The history of usury in Rome was one of constant experimentation 
with the proper method of regulation and of preventing oppression 
of the poor. Prior to the promulgation of the Twelve Tables custom 
fixed the rate of interest for loans at 12 per cent per annum. In the 
Twelve Tables, promulgated in 450 B.C., we find that usury was 
regulated in the following fashion: 

Interest upon money lent must not exceed an ounce. That 
is to say, one twelfth part of the principal per annum (unieiarium 
foenus), which is eight and a third per cent per annum, calcu¬ 
lating according to the solar calendar of twelve months, 
according to the calendar of Numa. The penalty for exceeding 
this interest is the quadruple.” 11 

The rate provided in the Twelve Tables was reduced to half 
(loenussemianiciarium) in 347 B.C. and in 340 B.C. even the reduced 


m.Miirx, k.. Capital. Vo!. Sil, translated bv Krnrst I'ntmnann from Knud's edition 
(1094), p. 70,1 

H table VIII (Will), Irom Donahue, L.lt., Elements of Roman Law (1930), p. 139. 

Ilcliot, H. II. L., Bargains with Money Lenders, 2nd ed., enlarged (1906), relying on 
Niebuhr, says thal this amounted to one-twelfth of the capital or eight and one-third 
per cent for the year, i.e., the old Cyclic year of ten months; this would be equivalent to ten 
per cent for the civil year of twelve months, see p. 7. 
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rate was entirely abolished. Still law after law was passed dealing with 
the question but to no avail; the cancer of avarice and licentiousness 
had already crept insidiously to play havoc with the Roman moral 
fibre. After the fall of the Western Empire, we find Justinian in the 
East laying down a rule on interest as embodied in his code to the 
following effect: 

“Therefore we ordain that persons of illustrious or higher 
rank shall not... in any contract stipulate for interest in excess 
of 4 per cent; that merchants and business men shall be limited 
in their stipulations for interest to 8 per cent; that in maritime 
loans... 12 per cent may be stipulated for, and this shall not be 
exceeded, although under the old law it was lawful to do so; but 
all other persons may stipulate for interest up to 6 per cert, and 
this limit of interest. .. shall not be exceeded.” 12 

It is said that the drastic restrictions imposed by Justinian were 
inspired by the growing influence of the teachings of the ancient 
philosophers and of the early Christian Church. And in connection 
with the different rates of interest allowed by Justinian to different 
classes of persons, we can deduce an underlying reason. Why, for 
instance, should 4 per cent per annum be set as the maximum in case 
of illustrious persons or those of higher rank? Why were merchants 
and business men allowed as much as 8 per cent per annum? And for 
other persons, why was 6 per cent per annum set as the maximum? It 
would seem that Justinian formulated his rule by taking into account 
the probable ability of the lender to dispense with the use of his 
money, thereby preventing as much as possible the exploitation of the 
borrower who belongs to the same class. 

D. The Church 

Whereas political, not moral considerations, inspired the pro¬ 
hibitions on usury among the Jews, the Greeks, and the Romans, we 
find that in the early Christian Church usury was given an immoral 
flavor. The canonist writers took the attitude, as Tawney says, that 
“To take usury is contrary to Scripture; it is contrary to Aristotle; it 
is contrary to nature, for it is to live without labor; it is to sell time, 
which belongs to God, for the advantage of wicked men; it is to rob 
those who use the money lent, and to whom, since they make it 
profitable, the profits should belong; it is unjust in itself, for the 

I -Code, 4, 32, 26, See. 2, taken from Shennan, Epitome of Rome:: Law (1937), p. 131. 
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benefit of the loan to the borrower cannot exceed the value of the 
principal sum lent him; it is in defiance of sound juristic principles, 
for when a loan of money is made, the property in the thing lent 
passes to the borrower, and why should the creditor demand pay¬ 
ment from a man who is merely using what is now his own?” 13 

It may well be asked to what extent practical considerations 
contributed to the doctrine adopted by the canonists; and the answer 
is given to us by Carver who says that: “The distinction between 
borrowing for a productive purpose and borrowing to pay living 
expenses will help explain why religious leaders in times past have 
been opposed to interest. * * * The only borrowing that was done was 
for the purpose of buying non-productive goods. This was a bad 
practice.” 11 And Tawney reasons along the same line when he says 
that the canonist doctrines were given in “an age in which most loans 
were not part of a credit system, but an exceptional ex[ client, and in 
which it could be said that 'lie who borrows is always under a stress 
of necessity/” 13 


l^Tawney, cited, pp. 44-45. 

Thus St. Thomas Aquinas wrote: “To take usury for money lent is unjust in itself, 
because this is to sell what docs not "xisi, and this evidently leads to inequality which is 
contrary to justice. 

in order to make this evident we must observe that there are certain things the use of 
which consists in their consumption: thus wc consume wine when we use it for drink, and 
we consume wheat when we use it for food. Wherefore in such like things the use of the 
tiling must not be reckoned apart from the thing itself, and whoever is granted the use of the 
thing, is granted the thing itself; and for this reason to lend things of this kind is to transfer 
the ownership. Accordingly if a man wanted to sell wine sepatalely from the use of the 
wine, he would he selling the same thing twice, or he would he soiling what does not exist, 
wherefore he would evidently commit a sin of injustice. In like manner he commits an 
injustice who lends wine or wheat, and asks for double payment viz., one, the return of the 
thing in equal measure; the ollic., ihc priee of tin! use, which is called usury. 

On the other hand there are tilings the use of whuh does not consist in their con¬ 
sumption; thus to use a house is to dwell in it, not to desi.oy it. Wherefore in such things 
both may he granted: lor instance, one man may hand over to another the ownership of his 
house while reserving to himself the use of it fora time; or vice versa, he may grant the use 
of die house, while retaining the ownership. For this reason a man may lawfully make a 
charge for the use of his house, and, besides this, revendieale the house from the person to 
whom he has granted its use, as happens in renting and letting a house. 

Now money, according to the Philosopher (Ethic. v. 5; Polit, i. 3) was invented chiefly 
for the purpose of exchange: and consequently the proper and principal use of money is its 
consumption or alienation whereby it is sunk in exchange. lienee it is by its very nature 
unlawlul to lake payment for the use of money lent, which payment is known as usury: 
and just as a man is bound to restore other ill-gotten goods, so is he hound to restore the 
money which he has taken in usury.” The “Summa Theologica” Part II (Second Part) as 
translated by the Fathers of the English Dominican Prov.nec(1929), pp. 330-331. 

1'lCarver, T. N., How to Use Farm Credit, IJ.S. Dept, of Agriculture, Fanners 1 bulletin 
593, June 3, 1914, p. 3, quoted by Ryan, Usury and Usury Law (1924), p. 42. 

^Tawney, cited, p. 45. 
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In condemning usury the Church took a very realistic attitude in 
considering the social and economic condition of the people during 
those early times. But with the increase of trade and the establishment 
of regular money markets, the Church could not be less realistic. 
Under the impact of economic pressure it began to allow what may 
be described as deviations from the rigid prohibition although they 
were not regarded as running counter to it. A number of devices 
were permitted but we need mention only some of the more salient 
ones. First, there was the poena conventionalis whereby the borrower 
made himself subject to the payment of a penalty in addition to the 
repayment of the principal upon his failure to repay the loan at the 
time agreed upon. Second, there was the principle of damnum 
emergens whereby, notwithstanding the absence of a penal clause, 
the lender could recover from the borrower any damages he might 
have suffered as a result of the loan. Third, there was the principle 
of lucrum cessans whereby the lender could recover indemnity if he 
could prove that he was obliged to diminish his income from some 
productive enterprise on account of the loan. Fourth, there was the 
contractus trinus or triple contract of partnership, insurance, and 
sale of an uncertain future profit, whereby one person was permitted 
to invest with another (as partner) a certain amount of money and 
could protect his investment by incuring the principal against loss and 
assure a fixed rate of return by selling a future uncertain profit for 
a certain definite sum. And fifth, there was the founding of the 
montes pietatis by local churches whereby funds were used in making 
loans to the needy in return for a small charge sufficient to cover the 
cost of administration. 

The relaxing attitude of the Church toward interest and usury 
was reflected in contemporary theological writings, Salin, for instance, 
tells us that, in a commentary to the Summa of St. Thomas Aquinas, 
Cardinal Cajetan renounced the principle of the sterility of money 
and gave moral justification for the financial practices of early ca¬ 
pitalism. 16 And in 1730, Pope Benedict XVI addressed a brief to 
the subjects of his own states wherein he, in effect, disclaimed the 
right of the Church to interfere with the subject of usury, allowed 
the practice and settled the rate of interest. By the 18th century, 
therefore, the status of money lending, insofar as the Church was 
concerned, came to resemble that of ancient Rome; it was no longer 


ItiSalin, Usury in Encyclopedia of the Social Sciences, Vol. VIII (1937) p. 196 
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a question whether it was permissible to charge interest but rather at 
what rate the charge became exorbitant and therefore usurious. 

It may well be asked whether the Church, in relaxing its attitude 
toward the exaction of interest, was inconsistent on the matter. It is 
submitted that the Church was not guilty of inconsistency. It must 
be remembered that the exaction of interest was condemned by the 
Church in order to implement its doctrine of charity; to prevent one 
brother from oppressing another brother. Fundamentally, as Carver 
and Tawney tell us, the doctrine on interest charging was directed 
to abuses committed in connection with consumption loans, not with 
productive loans. As a matter of fact the Papacy itself was the greatest 
financial institution during the Middle Ages and it had no scruples 
against dealing with big money lenders. In appraising the early 
doctrine of the Church on this matter we must bear in mind, as 
Tawney tells us, that “the whole body of intellectual assumptions 
and practical interests, on which the prohibition of usury was based, 
had reference to a quite different order of economic activities from 
that represented by loans from great banking houses to the merchants 
and potentates who were their clients. Its object was simple and 
direct — to prevent the well-to-do money-lender from exploiting the 
necessities ot the peasant or the craftsman; its categories, which were 
quite appropriate to that type of transaction, were those of personal 
morality. It was in these ^commonplace dealings among small men 
that oppression, whose results were most pitiabie, was Cus>iesi.dt was 
for them that the Church’s scheme of economic ethics had been 
worked out; and with reference to them, though set at nau^nt in 
high places, it was meant to be enforced, for it was part of Christian 
charity.” 1 ' Fundamentally, therefore, the Church’s condemnation 
of interest was to protect the necessitous and to a-.it tiie im¬ 
provident. 

What of the Reformation? What effect did it have on the changed 
attitude of the Church? It would seem that the Reformation had 
little to do with the change in the Church’s attitude. Luther, for 
instance, denounced the concessions made by the canonists to 
practical necessities. Referring to interest, he said that “The devil 
invented it, and the Fope, by giving his sanction to it, has done untold 
evil throughout the world.” 111 On the other hand, Calvin, who stated 


t^Tawncy, cited, p. 40. 

ItlQuotcd by Tawney, cited, p. 85. 
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that “Usury is not wholly forbidden among us, except it be repug¬ 
nant both to justice and to charity,” 1<J realized, according to Tawney, 
that his doctrine was merely one additional step in the long series of 
developments through which ecclesiastical jurisprudence on the 
subject had passed. 20 

But it is interesting to note that Calvin gave his view on usury in 
the environmeiu of an industrial and commercial society. Me had to 
concede the necessity of capital, credit and banking, large-scale 
commerce and finance, and the other practical necessities of business 
lite. Despite Calvin’s tolerance ol interest taking, inspired no doubt 
by his admonition on the austere vi 1 1lies ol reverence, chastity, 
honesty, sobriety, industry and frugality which make much for 
production and small consumption, for the amassing of wealth and 
keeping on to rather than spending it, he stringently forbade his 
followers from charging interest at excessive rates or from taking any 
from tiie poor." 1 

E. In England 

Of all countries that have dcaith with usury, England, barring none, 
presents the most interesting field of study not only because she has 
dealt with it thoroughly and in diverse ways but also because it is 
possible to appraise the effects of the various influences that played 

■^Calvin, lie Usuris Kesponsum, Kcononiic Tracts No. IV (IBIil), p. 35. The Society 
for Political Kducation (N.Y.). 

“^Tawney, cited. p. 95. 

Willi mulin’ towards none hut merely as a possible explanation, in addition to that 
already given in the text, to (ialvin's tolerant’!* of interest, the following is quoted from Neill, 
Makers of the Modern Mind (1*1-19), pp. 57-50: * v Calvin and his followers come to 

believe that prosperity in this lite was the best possible indication of salvation in the next. 
The connection between worldly success ami election to heaven was not necessarily 
foolproof, hut ( alvinists all came to leel that (»od would surely help His chosen people in 
their worldly pursuits and that you could therefore adjudge a man's (‘lection to salvation 
by his godliness here below and by the size ol his hank account. Surely, if all men are 
essentially wicked and halciul in the sight ol (»od and it (»od has Ireelv marked a few for 
salvation, then those lew must enjoy (»od s blessings on earth. Surely tin* good must 
prosper tor they have nothing else to do with their time and energy; they are already 
saved, and their activity on this earth has no connection with their salvation. 

(.alvin s doctrine ol prederlination gave immediate impetus to wealth-seeking as an end 
in itself, I* oi it you know you are already consigned by (»od either to heaven or hell and 
there is nothing you can do about it, and ii you are curious about your destiny, then you 
will naturally concentrate very earnestly on the exterior mark of prosperity that will udicale 
your salvation. It will, moreover, cause you rationally to direct all your energies into w oddly 
work, lor the business ol your salvation is already determitu 'I. You cannot save your soul 
by making a million dollars, hut you can obtain the comforting assurance that (Jod is on 
your side and has almost certainly pinned the ‘Klccf label on yuir soul.” 
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an important role in the formulation of solutions to the problem. It 
must be remembered that England developed from a feudal economy 
to one of the greatest, if not the greatest, mercantile countries of the 
world; and originally she was united to the Papacy only to separate 
when Henry VI disagreed with the Pope on account of a certain 
matter very close to his heart. 

It we desire to give a condensed account o. die treatment of usury 
in England, we can perhaps do no better than to quote the following 
Ironi Orchard and May. “For ten centuries — practically from the 
seventh to the seventeenth - the history of money-lending in 
England recounts the impact of commercial development on religious 
dogma. Usury was a deadly sin, condemned by the church and at all 
times by the kings. 'This concept of sin formed a dam which sought 
to coniine the How ol capital, capital to finance crusades, civil wars, 
foreign trade and, later, manufactures. But some capital did escape. 
First, a small dam-gate was opened by the Jews. Then exemptions 
and evasions by Christians enlarged the channels, aided by the ever- 
ready tool ol casuistry. Finally needs of trade broke down the moral 
preachments and began that movement which culminated in the 
doctrine of laissez faire.”“ 2 

England, by virtue of her early connection with the Papacy, fell 
under the sway of the canonist doctrine on usury. Thus it is said that 
“The first prohibition of usury in English legal writings was in the 
Penitential of Theodore of I arsus, who was Archbishop of Canterbury 
in the seventh century.” 2,1 But even after the separation from Rome 
the Anglican divines still relied on the canonist doctrines in their 
condemnation of usury. One may perhaps ask why the English 
divines still relied on canonist doctrines when, as a matter of fact, the 
theology and government of the medieval Church were an abomi¬ 
nation to them. ! he explanation given is that the traditional teachings 
of the Church as to social ethics is equally binding on men’s cons¬ 
cience after the separation as it had been before it. Thus Wilson, an 
early writer on usury, said that he '‘would not have men altogether to 
be enemies to the canon lawe, and to condemnc everything there 
written, because the Popes were authours of them, as though no good 
lawe could bee made by them. . . . Nay, 1 will save playnely, that 


^Orchard and May, Money Lending in Great Britain (1933), p. 13. 
23 Ibid. 
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there are some such lawes made by the Popes as be righte godly, saye 
others what they list.” 24 

By common law usury was prohibited and at various times it was 
punished with varying degrees of severity. Thus under the laws of 
Alfred the chattels of usurers were forfeited to the Crown, their lands 
and inheritances were escheated to the lords of the fee, and they 
were not buried in sanctuary. Under Edward the Confessor the 
usurer forfeited all his substance and was outlawed. Under Edward 111 
the king had conusance of usurers; and the ordinary, by means of 
ecclesiastical censures, were empowered to make restitution of what 
usurers had extorted. Under Henry VII a fine of one hundred pounds 
was at iirst imposed on usurers and the Church was given jurisdiction 
to punish them under her own laws; but later, by statute, the principle 
of poena conventionalis was recognized. 

The emergence of England from her purely insular economy to one 
of the greatest foreign trading countries of the world brought into 
sharp collision^-the new economic realities with tiie religious theories 
inherited from the Middle Ages. Parliament began to be convinced 
that religious tenets were not the sole considerations in the regulation 
of money lending. In 1545, for the first time in England, the taking 
ot interest was allowed by Henry VIII who set 10 per cent per annum 
as the maximum rate on all loans of money or other things and 
punished the taking of more than that rate. 25 Seven years later 
Edward VI again prohibited the taking of interest, only to be allowed 
in 1571 by Elizabeth at the same rate as that permitted by Henry 
VIII. By 1624 James I fixed the maximum rate of interest at 8 per 
cent per annum which was later reduced to 7 per cent per annum by 
Charles II in 1660. In 1713 ii was further reduced to 5 percent per 
annum by Anne. 

The government’s tolerance of interest did by no means have the 
support of the Anglican clergy. As previously stated they still adhered 
to the canonist doctrine on the subject. They argued that the laxity 
of the State does not excuse the conscience of men who are subjects, 
not only of the State, but of the Church as well. Thus Taylor urged 
that “The permission of the Prince is no absolution from the authority 

2t\Vilson, A., Discourse upon Usury (1925 ed.), p. 252. quoted by Taivncy, cited, 
pp. 134-135. 

25|toIles states that this was “as much the fruit of Henry’s abandonment of the Roman 
Catholic faith and doctrines, as of increased knowledge and intelligence.” A Treatise on 
Usury and Usury Laws (1037). 
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of the Church. Supposing usury to be unlawful... yet the civil laws 
permit it, and the Church forbids it. In this case the Canons are to be 
preferred. ... By the laws no man is compelled to be a usurer; and 
theretore lie must pay that reverence and obedience which is other¬ 
wise due to them that have the rule over them in the conduct of 
their souls.” 2(l 

i he conflict between the lay and the clergy could only result in 
victory for the former. The influence of the merchants and capitalists 
was to prevail. The law of nature which was invoked by medieval 
writers as a moral restraint upon economic self-interest was, in the 
17th century, used by the laymen to further their own interests; to 
them “nature” did not connote divine ordinance but human 
appetites, and natural rights were invoked as a reason why self- 
interest should be given free play, so says Tawney, who also tells us 
that the ecclesiastical teachings on social ethics were abandoned 
because they deserved to be abandoned; the Church itself had 
ceased to think. 27 

The stirring polemic of Bcntham in 1787 against the regulation 
of interest charges by statute had a great effect in advancing the 
doctrine of economic liberalism, so that in 1854 the anti-usury laws 
of England were removed from her statute books. 28 

But after a time England found that the repeal of her usury laws 
did not by any means bring about the elimination of oppressive 
bargains in money lending. One cannot eliminate evil by legislative 
fiat. One’s eyes may be closed to the evil, but this would be a shirk¬ 
ing from the issue since it could still persist. Fortunately the Court 
of Chancery exercised its powers with respect to extortionate 
bargains, reasoning that the equitable doctrine giving relief in cases 
of unconscionable bargains, in prevailing independently of the usury 
laws, is unaffected by their repeal. Sir G. Jessel, M.R., in the case 
of Beynon V. Cook, said: “It was suggested that the abolition of 
usury laws might have some effect in the case, but their abolition 
could have no eftect upon tiie doctrine, because the doctrine was 


2t>Jcreiny Taylor, Ductor Dubilantium (1660), bk. iii, ch. iii, par. 30, quoted by 
Tawney, cited, p. 137. 

27'rawncy, cited, pp. 152-153, 157. 

2®tngland s action was imitated by other countries. Thus Denmark repealed her usury 
laws in 1055; Spain, in 1056; Sardinia, Holland, Norway, and Geneva, in 1057; Saxony 
and Sweden, in 1061; Itclgiuin, in 1065; and Prussia and the North German Confederation 
in 1067. 
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established at a time when the usury laws existed, and therefore 
could not have been applicable to a case tainted with usury.” 29 

Subsequently the English realized that judicial relief was in¬ 
adequate in preventing oppressive bargains with respect to money 
lending. A Money-Lenders’Act was passed in 1 WO and subsequently 
amended in 1927. I lie Act licenses money lenders and imposes 
close administrative supervision over their activities. Its interesting 
feature, however, is that it still imposes no maximum rate of interest. 
Before the Act was amended it was provided thai where it appears to 
the satisfaction ol the court that the interest charged in respect ol the 
sum actually lent is excessive, or that the amounts charged for 
expenses, etc. arc excessive and where, in cither case, the transaction 
is harsh and unconscionable, or is otherwise such that a court of 
equity would give relief, the court may reopen the transaction and 
relieve the person sued from payment of any sum in excess of the 
sum adjudged by the court to be fairly ;lue in respect of the principal, 
interest and charges, as the court having regard to the risk and all the 
circumstances may adjudge to be reasonable. Under the amendatory 
Act it is provided that if it is found that the interest charged exceeds 
48 per cent per annum, the conn shall, unless the contrary is 
established by the lender, presume that the interest charge is 
excessive and that the transaction is harsh and unconscionable. 
Nevertheless, the court may still find that the interest charged, 
although not exceeding 48 per cent per annum, is excessive. 


F, In Fram e 

Across the English channel, France which maintained during her 
early history connections with the Papacy, treated usury in almost 
the same fashion as did the English. Until the latter half of the 18th 
century the I rcneh laws against interest were known to be the most 
severe in Europe. The usurer in Prance was punished by a public and 
ignominious acknowledgment ol his ol tense and was also banished. 
The usurer’s second ol tense caused 1 1 is execution hv hanging. And, 
like England, Prance dealt!) with the problem of usury by various 
statutes. Thus in the 1 311 1 century the conventional rate of interest 
was 43 per cent per annum but this was reduced to 20 per cent 
per annum by Philip le Bel in 1312. By an edict of Charles IX in 
1576, the rate was reduced to 8-1/3 per cent per annum, later to be 

2y Ut. 10 Ch. App. 391 (1075). 
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reduced to 5 per cent per annum by Louis XIV. In 1766 Louis XV 
reduced the rate further to 4 per cent per annum, although money 
continued to be loaned at an interest beyond the maximum rate 
permitted inasmuch as the law could be evaded safely and easily 
in a number of ways. 

Considering that for a long time France, like England, had a feudal 
economy and that the demands of commerce for capital did not arise 
until about the same time as in England, there seems to be no doubt 
that the regulation of interest in France was prompted by the desire 
to prevent oppression for the needy borrower. 

If England had her Bcntham, Eranee had her Turgot who was 
intendedt irom 1/61 to 1774 of the province of which the town 
of Angouleme was a part. During Turgot’s time there occurred in 
Angouleme a monetary crisis. Alter a series of suspensions of pay¬ 
ment, failures and bankruptcies, the borrowers of the town, unable to 
obtain further advances, combined to prosecute the creditors under 
the usury laws. I urgot look up the defense of the money lenders and 
argued against the wisdom of laws regulating rates of interest except 
in the case of lenders who preyed upon the passions and inexperience 
of youth. I urgot \ arguments saved the day for the money lenders 
of Angouleme: his arguments were so convincing that at the time 
of the Revolution the National Assembly declared all loans on interest 
legal, thus repealing the old usury laws. 

But France, like England, could not tolerate the unbridled taking 
of interest. By the law of September 3, 1807 it was provided that 
conventional interest cannot exceed 5 per cent per annum in civil 
matters and o per cent per annum in commercial matters. In 1886 
the limit placed on interest with regard to commercial matters was 
abolished; and on August <S, 1935 another law was passed wherein it 
was provided that when a loan has been made at a rate of interest 
exceeding by more than one-hall the prevailing rate of interest and 
made under condifions similar to those contracted by bona fide 
lenders for credit transactions, then the interest received by the lender 
in excess ol the prevailing rate shall be imputed to the normal 
interest and the excess, if any, to the principal/ 10 


*^°My thanks are due to my colleague, M. Serge It. Lazareff of France, for leading me 
to the sources and translating the same for inc. 
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G. In the United States 


In the United States, Webb, whose treatise on usury is a standard 
reference on the subject, tells us that the history of usury in the 
American colonies and states presents little interest to repay the 
search and offers no great usefulness because it is but a continuation 
of the principles and. to some extent, the exact laws which had long 
been experimented and tested in the mother country/* 1 It may be 
of interest to note, however, that the early American courts held 
that in the absence of statutory enactments no contract could be 
usurious. Thus in an early case decided by the General Court of 
Virginia in 1736, the defendant loaned to the plaintiff a certain 
amount of money at a rate of interest above 6 per cent per annum. 
By an Act of Assembly of Virginia it was provided that after 
September 29, 1730 no person should lend at more than 6 percent 
per annum. Otherwise the contract shall bewoid and the lender shall 
be subject to certain penalties. The borrower brought an action 
against the lender for taking excessive interest. It was found, however, 
that the loan was made prior to the enactment of the Act, and in 
dismissing the complaint the judge said: “From whence 1 would 
observe, that the taking of more than six per cent, before there was 
any law, by some men, under some circumstances, was not criminal 
and unrighteous as is pretended; yet I should be sorry to be thought 
an advocate for excessive usury, as it is certainly introductory of 
great oppression, and I am heartily glad it is settled by law. All that I 
content lor, is, that a man may not be punished for any contract of 
this sort, before there was any law to make it penal.”’* 2 And in 
another case decided in New Hampshire, it was held that in the 
absence of statutory enactments no rate of interest was illegal unless 
it was so great as to be unconscionable/*** 

The original thirteen colonies enacted their own usury laws in due 
time/* 1 But as the years went by American legislators followed the 

*11 Webb, A Treatise on the Law of Usury (109V), p. 9. 

32a nd erson v. Winston, cited, supra. 

'^Houghton v. Page, 12 X. II. 12 (1019). 

^'hn tlicir chronological order: Massachusetts in 1601 at 0 per cent per annum; 
Maryland in 1692 al 6 per eetn per annum; Pennsylvania in 1700 at 6 per cent per annum; 
New York in 1717 al 6 per cent per annum; Connecticut in 1710 al 6 percent per annum; 
South Carolina in J7J9 al 10 per cent per annum; Virginia in 1700 at 0 per cent per 
annum; New Jersey in 1700 at 7 per cent per annum; North Carolina in 1711 at ft per cent 
per annum; Delaware and Ceor^ia in 1759 at 6 per eent per annum for (lie first and 0 per 
cent per annum for the second; Rhode Island in 1767 at 6 per eent per annum; and New 
Hampshire in 1791 at 6 per cent per annum. 
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example set by England in 1854, and in 1880 there were thirteen 
states without usury laws. Even the courts took a tolerant attitude 
toward usury and Beale wrote in 1902 that “The courts, whether 
from love of commerce or from hatred of usury laws, have upheld 
contracts wherever it was possible against the defense of usury.” 3 ® 
The Supreme Court of the Philippines observed in 1923 that “In the 
course of the last fifty years we note a general tendency towards a 
relaxation of the laws relating to usury in the United States.” 36 

Of late, however, the trend, although not too well-defined, is 
toward the regulation of interest charges. At present, it is only in four 
states, namely, Massachusetts, Colorado, Maine and New Hampshire, 
where parties may contract for any rate of interest in writing, 
although Rhode Island may well be added as a fifth such state since 
its 30 per cent per annum maximum is too high to have any deterrent 
effect. 37 The other states have interest ceilings ranging from 6 per 
cent to 12 per cent per annum. 38 

It may be interesting to note that California, which had no usury 
law from the time of its admission into the Union in 1850, finally 
decided on the enactment of one in 1918 in order to correct abuses 
perpetrated in connection with money lending. On the other hand, 
New Hampshire, whose usury law enacted in 1791 had remained 
unaltered in her statute books, decided to repeal it in 1921. 39 

35Beale, J.H., Cases on Conflict of Laws, Vol. Ill, p. 542, quoted by Ryan, cited, p. 16. 

®&Go Cliioco v. Martinez, 45 Philippine Reports 256 at page 202. 

3?Uut all these states have small loan legislation. 

3&The 6 per cent states arc: Delaware, Kentucky, Maryland, New Jersey, New York, 
North Carolina, Pennsylvania, Tennessee, Vermont, Virginia, and West Virginia. 

The 7 per cent states are: Illinois, Iowa, Michigan, North Dakota, and South Carolina. 

The B per cent states arc: Alabama, Arizona, Georgia, Idaho, Indiana, Louisiana, 
Minnesota, Mississippi, Missouri, Ohio, and South Dakota. 

Nebraska is the sole 9 per cent state. 

The 10 per cent states are: Arkansas, California, Florida, Kansas, Montana, New Mexico, 
Oklahoma, Oregon, Texas, Utah, Wisconsin, and Wyoming. 

No state prescribes 33 per cent. 

The 12 per cent states are: Connecticut, Nevada, and Washington. 

Demand notes ol $5000 and over with negotiable instruments as collateral security 
may bear any rate of interest agreed in writing in the following states: Delaware, Illinois, 
New York and Pennsylvania. 

In Connecticut the statutory maximum of 12 per cent per annum docs not apply to any 
loan made by a national bank or a bank or trust company duly incorporated under the laws 
of that staie nor to any bona fide mortgage of real property for a sum in excess of $500. 
These figures are taken principally from Horack, A Survey of the General Usury Laws, 8 Law 
and Contemporary Problems (1941), p. 36, which contains a chart showing general Usury 
statutes, checked for up-to-dateness by the present writer in Martindale-Hubbell, Law 
Directory, Vol III, Law Digests (1950). 

39Thc following considerations (from Ryan, cited, p. 93) led to the repeal: 
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One of the most notable developments in the United States in 
recent years in connection with usury legislation has been in the field 
of small loan legislation. The development in the field arose out of 
the recognition of two basic and elementary facts. Firstly, small loans 
are a necessity and borrowers of small amounts lack the bargaining 
power which is necessary to fair dealing. Secondly, interest rates 
allowed by the general usury laws which are too low to permit legi¬ 
timate lenders of small sums to take in a reasonable profit have made 
it possible for unscrupulous lenders to exact interest beyond that 
allowed by law and to resort to all kinds of devices to make and 
collect them . 40 


1. Ab the Boston Federal Reserve Bank was at the time charging six and one-half per 
cent on rediscounts, it seemed unreasonable to require New Hampshire banks to loan at 
six per cent. 

2. Ae there was no difficulty in New Hampshire banks sending their money outside the 
state and getting seven to eight per cent thereby, there seemed some danger that the six per 
cent limitation would deprive New Hampshire people of desirable capital. 

3. The neighboring states of Maine and Massachusetts had no statutory maximums on 
interest rates. 

4. Large borrowers were being compelled to go outside the state to get money. 

5. If these borrowers went to Boston banks, the banks often insisted on their opening an 
account there to the detriment of New Hampshire banks. 

6. The State of New Hampshire and New Hampshire cities, towns, and counties were 
borrowing outside the state at more than six per cent. 

7. To invest in United States bonds at market rates would yield more than six per cent. 

0. There has been passed early in the sessson of 1921 a special act permitting public 

utilities to issue bonds at greater rates than six per cent. This was a discrimination against 
manufacturing corporations. 

From Ryan ; cited, p. 93. 

^Avoidance and evasion tactics of money lenders who make usurious contracts arc more 
or less familiar; they revolve around legal niceties. Jackson R. Collins’ article in 8 Law and 
Contemporary Problems (1941), p. 54, entitled Evasion and Avoidance of Usury Laws is 
recommended. 

Collection tactics are more bizarre. Thus illegal lenders may threaten legal action with 
such notices as: “Take Notice: That your FAILURE TO PAY the foregoing Debt Within 5 
Days or Make SATISFACTORY SETTLEMENT DIRECT WITH YOUR CREDITOR will 
cause SUII to be PROSECUTED and LEVY to be made on aforesaid Earnings, Wages, 
Incomes, Credits, Chattels and Property to SATISFY said DEI1TS AND COSTOF SUIT” or 
We Garnishes Salaries and Wages. We Execute Judgments. We force the Debtor Into Court 
on Supplementary Proceedings. It Costs Less to Pay Honest Debts Than to Avoid Them. 
Ignorance of the Law Excuses No One. We Report Credit Standing of Individuals to 
Merchants in General. Evidently the persons who composed these notices had a passion for 
capital letters. 

The following tactic deserves a prize for imaginativeness: “One lender hired a very 
attractive young woman, decidedly blond, to visit borrowers at their jobs. She talked to the 
men in a low, confidential tone, nicely asking them to pay their debts. She was not at all 
the typical bill collector. Co-workers of the borrower saw only a pretty girl calling on the 
man at his office or plant. After one or two visits, co-workers became curious and asked the 
borrower about his new girl friend. The embarrassment of a married man and the difficulty 
of explaining the secretive visitor to friends can well be imagined.” Sec Collection Tactics 
of Illegal Lenders by [osc E. Rirkhcad in 8 Law and Contemporary Problems (1941), p.7d 
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At first state legislatures dealt only desultorily with the problems 
of usury in small loans; the prevailing attitude was that the small 
loan was a social evil or a problem of poverty. So bad was the 
situation that Gallert, Hilborn and May tell us that at the turn of the 
present century the best procurable evidence showed that in American 
cities of over 25,000 inhabitants about one family in five was a 
victim of loan sharks who charged interest ranging from 120 per cent 
to 1300 per cent per annum. 41 

Prohibitive legislation had no deterrent effect. It soon came to be 
realized that legislative fiat alone would not solve the problem of 
usury connected with small loans but that economic competition, 
if effective, is a more satisfactory solution. In 1908 the Russel Sage 
Foundation of New York initiated a series of studies on the problem 
of small loans, the results of which are summarized for us by Gallert 
of small loans, the results of which are summarized for us by Gallert, 
Hilborn and May as follows: 

“l.The business was recognized as a public necessity. 

2. To obtain sufficient capital to supply this necessity the law had 
allow the business to be conducted on a commercial basis, and to 
authorize a return which would attract into the field enough 
capital to supply the needs of borrowers. 

3. This return had necessarily to be above the usual legal contract 
rate and the conventional banking rate of the state. 

4. In consideration of this higher return on loans, the business had 
to submit to public supervision and regulation. 

5. Such supervision and regulation were necessary to prevent the 
lenders from abusing their privileges and to protect the section 
of the public most needing protection. 

6. The law had to contain certain regulations for the conduct of 
the business, which experience had shown to be necessary. 

7. The law had to govern all loans below a certain amount, except 
such as were otherwise specially regulated by law. 

8. The penalties of the law had to be such that the law would be 
effective.” 42 


4lGa"ert, Hillborn and May, Small Loan Legislation (1932), p. 54. 

Foster tells us of a man in Dallas, Texas who borrowed $20 to meet hospital expenses, 
paying $2.25 weekly interest. That was in 1929 and every month until 1938 he renewed his 
note;so by that time he had paid $1053 for the use of $20 and he still owed the lender more 
than he borrowed. Loan Sharks and Their Victims ( 1940), p. 6. 

42Callert, Hilborn and May, cited, p. 88. 
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The result was the drafting of the Uniform Small Loan Law late 
in 1916, which, to date, has undergone six revisions in order to keep 
it abreast of development. These drafts are only models intended to 
be adopted by the states in conformity with their local laws, decisions, 
public policy and social conditions. Consequently there is no state 
which follows exactly any of the drafts of the Uniform Small Loan 
Law. There arc now thirty states which have comprehensive small 
loan laws that are effective in one or more important respects; nine 
states have ineffective small loan legislation; and the rest of the states 
have no small loan legislation.' 13 

The Uniform Small Loan Law operates as an optional system of 
licensing whereby those who desire to do so may make higher charges 
than permitted to others on condition that they submit to strict 
supervision and regulations, Small loans amounting to $300 or less 
come under the operation of the law and the lender is permitted to 
contract for and receive interest at a rate not exceeding three and 
one-half per cent a month on that part of the unpaid principal 
balance of any loan not in excess of $100 and two and one-half per 
cent a month on any remainder of such unpaid principal balance. 
Adequate punishment for violations is provided by making infractions 
of the law a misdemeanor, and the offending lender forfeits his right 
to collect or receive any principal, interest, or charges whatsoever. 
The Uniform Small Loan Law has been so effective that Hubachek 
tells us it “has undeniably produced business morality in its own 
portion of the consumer credit area, to the extent that the loan shark 
has disappeared wherever it has been enacted.”' 14 

In the preceding pages we have examined in general outline the 
history of usury and usury legislation in the United States; and 
if we can draw out one conclusion it is the fact that, especially 


^In (he first category: Arizona, California, Colorado, Connecticut, Florida, Illinois, 
Indiana, Iowa, Kentucky, Louisiana, Maine, Maryland, Massachusetts, Michigan, Minnesota, 
Missouri, Nebraska, New Hampshire, New Jersey, New Mexico, New York, Ohio, Oregon, 
Pennsylvania, Rhode Island, Utah, Vermont, Virginia, West Virginia, and Wisconsin. 

In the second category: Alabama, Arkansas, Delaware, Georgia, Mississippi, North 
Carolina, Tennessee, Texas, and Wyoming. 

In the third category: Idaho, Kansas, Montana, Nevada, North Dakota, Oklahoma, South 
Dakota, and Washington, 

Loan sharks lobby against small loan legislation; low legal interest rates keep out 
legitimate lenders. See Kilgore, J., Legislative Tactics of Unregulated Lenders in 8 Law and 
Contemporary Problems ( 1941), p. 173. 

^^Hubachek, 77je Development of Regulatory Small Loan Laws in 8 Law and Con • 
temporary Problems (1941), p. 100. 
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with the enactment of small loan laws in many of the states, the 
real purpose of r usury law is the prevention of exploitation of the 
needy borrower. As Webb tells us: The theory of the law is, that the 
borrower’s necessities deprive him of freedom in contracting and 
place him at the mercy of the lender .” 45 

H.In the Philippines 

The writer makes no claim that the Philippines is one of the more 
notable civilizations. As a matter of fact, and if one must be candid, 
it may even be said that the Philippines has so far not contributed 
anything worthwhile to the development of legal science. Somehow 
the Philippines has been content to follow the examples set by its 
former rulers, Spain and the United States. 

The history of usury legislation in the Philippines does not go far 
into the past. Neither during the pre-Spanish period nor even during 
the more than three centuries of Spanish domination did the 
Philippines have any usury law. The absence of usury legislation in the 
Philippines may possibly be explained by the fact that Spain, for some 
unknown reason and notwithstanding its early intimate connection 
with the Catholic Church, never did pay much attention to the 
question. At about the middle of the 13th century, long before 
Pope Benedict XVI removed the ban on the taking of interest, 
Alfonso X allowed interest as high as 25 per cent per annum to be 
charged in Castille. In Aragon the rate was lower, that is, 15 per cent 
per annum at first, later to be reduced to 1 2 per cent per annum. In 
1856 Spain repealed her usury law. 

Spain’s lack of interest in the question could not but be reflected 
in the Philippines. It may also be said that during the Spanish regime, 
as before, the country’s economy was principally agricultural and that 
credit requirements, which for the most part were meant to satisfy 
pressing personal needs, were few and could easily be satisfied by 
relatives and friends who could always be counted upon to lend a 
helping hand. 

The American occupation of the Philippines before the turn of 
the present century brought about many changes in Philippine life. 
For one thing, the country was partly industrialized and credit 
requirements grew. It does not appear, however, that there were 


45Webb, cited, p. 15. 
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any serious abuses committed in connection with money lending. As 
a matter of fact, the Philippine legislature made no move to enact a 
usury law until 1911 when such a law was passed but made applicable 
only to the most thinly populated and the least developed portions 
of the archipelago - the Moro Province, the Mountain Province, and 
the provinces of Agusan and Nueva Vizcaya. It seems that in those 
regions, where most loans were for consumption purposes, the lenders 
committed abuses in their operations. Thus Barton tells us that among 
the Ifugaos, a tribe of the Mountain Province, “interest on things 
borrowed is exceedingly high”, although he adds “where the borrower 
and lender are brothers, no interest is charged; where they are kin 
of somewhat remoter degree, a low interest, as a rule, is charged.” 46 

The usury law of 1911 fixed a maximum rate of interest of 
15 per cent per annum regardless of the presence or absence of 
security, the type and duration of the loan, the risk involved, etc. In 
1916 the law of 1911 was repealed when a new usury law was 
enacted, this time made applicable throughout the islands. This law 
was patterned after the usury law of Minnesota and through the 
years it has undergone several amendments. At present the law limits 
interest real estate titles; and in case of loans not so secured, the 
maximum rate is 14 per cent per annum. Incorporated building and 
loan associations may not charge more than 12 per cent per annum; 
and a special provision is applicable to licensed pawnbrokers who 
may charge interest as much as 30 per cent per annum, depending 
upon the amount of the loan. 

There is no doubt that the usury law of 1916 was inspired large¬ 
ly by the desire of the legislature to protect the share-croppers who 
form the greater bulk of the working population of the country. 
Share-croppers have always been obliged to borrow money at 
exorbitant rates of interest from the land-owners if they want to 
keep their bodies and souls together, inasmuch as their shares in the 
harvest is almost always insufficient to tide them over from one 
planting season to the next. Landlords, on the other hand, have grown 
greedier and greedier; their lust for money has become insatiable. 
They have learned that with money they could not only influence 
the political life of the country but could also buy luxury goods 
imported from abroad which they and their children, who attend 
fashionable boarding schools in Manila, could display at the slightest 
pretext or for no reason at all. 

^Borton, Jfugao Law (1919), p. 56. 
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The Rationale of Usury Laws 

Thus far we have examined the meaning of the term “usury” and 
surveyed the history of usury and usury legislation in several coun¬ 
tries, including its treatment by moralists. We have seen that in 
ancient times and even during the Middle Ages, when productive 
employment of capital was largely unknown, the prohibition of inter¬ 
est in many instances was justified. We have seen that the impact of 
commerce and the requirements of capital brought about a change 
in the attitude toward the exaction of interest so that it became 
necessary and proper to legalize it. And if we now seek an answer to 
the second question asked at the beginning, i.e., what is the evil 
which usury laws aim to eradicate, our answer comes easily and 
naturally - the taking advantage of the borrower in necessitous cir¬ 
cumstances is the evil against which all usury laws, ancient and 
modern, have been directed. 

The Eradication of the Evil of Usury 

When the question of usury was being debated in England in the 
17th century, Bacon took occasion to write that two things must 
be reconciled: “The one that the tooth of usury be grinded that it 
bite not too much; the other that there be left open the means to 
invite moneyed men to lend for the continuing and quickening of 
trade!” 47 It can be said that from this saying we can derive much 
learning. 

In dealing with the problem of usury, most present-day writers 
make a distinction between two types of loans, namely, consumer 
and production. In general this distinction serves a useful purpose. 
In the consumer loan the borrower uses his money to buy the 
necessaries of life for some personal use or for a family emergency. 
This kind of loan is very common to all countries, not excepting the 
United States which is reputed to be the country with the highest 
income in the world today. 4 * 5 In the production loan the borrower 


^Moral F.ssay No. 41 (Usury), quoted in Dunham v. Gould, 16 Johnson’s Reports 
(N.Y.), p. 367 (1819). The history of usury is concisely treated in this case, 

^Kelso, Social and Economic Background of the Small Loan Problem in 8 Law and 
Contemporary Problems (1941), p, 14, says: “* * * fully two-thirds of our American 
families do not, as a whole, lay up savings against emergent and unusual expenditures; and 
that at least a third of them have incomes so low that they are obliged to live beyond their 
means in order to subsist.” 
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uses his borrowed funds for the establishment of some enterprise or 
to capitalize further on the one already existing. 

If we assume the validity of this distinction, we may well argue 
that the borrower in the consumer loan needs the protection of the 
law whereas the borrower in the production loan hardly, if ever, needs 
protection. It is the protection of the consumer borrower that has 
inspired small loan legislation in the United States. The borrowers of 
small or consumer loans are often ignorant and always in immediate 
need and are, hence, likely willing to accept any terms the lenders 
may ask. At the same time the lender is permitted a higher return on 
his investment because by virtue of the nature of the loan he incurs 
a relatively greater risk and a high operating expense. 

On the other hand, the borrower in the production loan hardly, 
if ever, needs protection because he is not in a necessitous condition. 
He is in a position to bargain fully with the lender, circumscribed 
only by the economic law of supply and demand unless, of course, 
there is a statute that limits the rate of interest that the parties may 
contract for. It may well be argued that a law which fixes a ceiling 
on interest in production loans is mischievous and unrealistic. It may 
cause hardships to the lender because his capital cannot earn what it 
reasonably ought to earn were it not for the existence of the law, as 
shown to us by the experience of lenders in New Hampshire. On the 
other hand, too, it may cause hardships to the borrower because he 
may be obliged to go to some other place in order to get money, as 
shown to us again by the experience of borrowers in New Hampshire. 
If we accept the theory of the law that the borrower’s necessities 
deprive him of freedom in contracting and place him at the mercy of 
the lender, this theory is inapplicable to production borrowers 
because they are not in a necessitous condition and, therefore, will 
be compelled to enter into any kind of bargain. 

As already mentioned, Bentham and Turgot attacked the idea of 
statutory maximums for interest rates. Bentham, in his famous 
“Letters in Defence of Usury” written in 1787 while he was in 
Grichoff, White Russia, argued that usury laws impair the freedom 
of the parties to contract; that no one rate of interest is naturally 
more proper than the other; that usury laws are not necessary for 
the protection of the prodigals because it is not usual for them to pay 
any higher rate of interest than the ordinary market rate; that if a 
usury law is intended to protect the simple minded he needs more 
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protection in buying goods, which he often does, than in borrowing 
money, which he seldom does; that fixing a rate of interest also fixes 
a minimum of security, so that those who cannot furnish this security 
cannot borrow; that the effect is to raise the rate of interest higher 
than it would naturally be because the lender, in addition to the 
ordinary risk, must now charge more for the extra risk of being 
prosecuted for usury; that the law being habitually violated creates 
in the popular mind a disregard for law; that such laws corrupt the 
morals of the people by encouraging borrowers to enter into usurious 
agreements so as to take advantage of lenders; that there are, at any 
rate, many ways of evading the law; that the laws are inconsistent 
because loans on respondentia and bottomry have no statutory 
maximum interest rates; and that other cases are not regulated where 
men take unlimited risks and receive unlimited returns. 

Turgot, almost like Benthain, argued that “There is no reason for a 
law which fixes the rate of interest. The rate ought to be, as is the 
price of all commodities, fixed by the agreement between the two 
contracting parties and by the relation of supply and demand. 

*** The rate of interest is, moreover, even more difficult to fix 
than is the price of any kind of merchandise because the rate of 
interest follows circumstances and consideration much more delicate 
and variable than does the price of commodity, which are the time 
of making the loan, the time at which payment is stipulated, and 
especially the risk or the opinion of the risk which the capital must 
run. *** To fix by a lav/ the rate of interest is to deprive the ex¬ 
pedient of the loan, whoever cannot offer security proportioned to 
the lowness of the rate of interest fixed by the statute; it conse¬ 
quently renders impossible a multitude of commercial enterprises 
which cannot be carried on without risk of capital.” 49 

It is said that Bentham and Turgot did more for the abolition of 
usury laws in England and France than other persons. It is submitted, 
however, that while their arguments may very well apply in the field 
of production loans, they are quite irrelevant when applied to con¬ 
sumer loans. We have already seen what England and France did after 
the repeal of their usury laws. Perhaps the example of Massachusetts 
can enlighten us further. 

Influenced possibly by the repeal of the usury laws in England in 
1854, there come up before the legislature of Massachusetts in 1867 

4 ^Turgot, Memotrc sur lesPret d' Argent, sec. 36, quoted by Ryan, cited. 
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a proposal to repeal the state’s usury law. Although Massachusetts had 
enacted the first usury law in America in 1661, Representative 
Ricardo H. Dana, Jr. argued for the abolition of statutory maximums 
for rates of interest. He argued in much the same vein as Bentham and 
Turgot. He pointed out that a maximum limit for interest rates will 
have no effect because the market price of money is governed by the 
economic forces prevailing in the community which cannot be con¬ 
trolled by legislative fiat; that usury laws are obeyed only when the 
market is below the maximum but that when the market goes above 
the maximum the laws are invariably broken; and that usury laws 
work mischiefs because they make no allowance for differences 
between loans as to risks.''’ 0 

So Massachusetts repealed her usury law; but like England and 
France, she did not foresee trouble with loan sharks. With the rapid 
industrial development of the state there was created an enormous 
demand by wage-earners and other people of small means for 
consumer loans, and these people often fell victim to loan sharks. It 
soon came to be realized that although the abolition of the general 
statutory maximum had its own reason for being, the case of the 
consumer borrowers deserved separate treatment. Massachusetts had 
to modify her policy of free contract in order to protect the small 
borrowers. In 1 888 the state restricted interest on all loans below 
$1,000 to 18 per cent per annum, including a fee for actual expenses 
not exceeding $10, with a minimum, however, of six months’ 
interest. In 1898 another step forward was taken by the state when 
there was established the first supervised regulation of the small loan 
business. Anticipating even the first draft of the Uniform Small Loan 
Law of the Russel Sage Foundation which was issued in 1916, 
Massachusetts enacted in 1911 a small loan law which is said to be 
“a more comprehensive enactment of the program fostered by the 
Russel Sage Foundation.” 51 

In view of the foregoing statements, it is quite possible to make a 
brief on the desirability of usury legislation such as exists in 
Massachusetts, Colorado, Maine and New Hampshire. By drawing a 
distinction between consumer and production loans these states have 
attempted to uphold the principle of freedom of contract without 


SOSee Dana, Jr., It.II. Speech in the Mouse of Representatives of Massachusetts, February 
14, 1067, on repeal of usury laws - Economic Tracts No. IV (1881). The Society for 
Political Education (N.Y.). 

SlGallert, Hillborn and May, cited, p. 58. 
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withdrawing from the necessitous borrower the protection that he 
deserves. Undoubtedly small loan laws have contributed in a large 
measure to the elimination of oppressive bargains; they have been 
effective in the field of consumer loans. Of late, however, there has 
emerged a new class of borrowers which falls within the penumbra 
of consumer and production borrowers. They arc not exactly necessi¬ 
tous and yet they need protection. This new class of borrowers arose 
from the tact that the attitude of the average man toward indebted¬ 
ness and thrift has radically changed. Me is beset on every side by 
selling pressure intended to make him desire to enjoy now the be¬ 
nefits of his future earnings. This is especially true in the United 
States where salesmanship, conducted principally through the press 
and the radio, has been developed into a science and an art. 
Commercials greet the person living in America from the time he 
unfolds his morning paper or switches on his radio to the time he goes 
to bed, and he dozes off to sleep while the magazine which contains 
appealing advertisements gradually slips from his fingers. The next 
morning, upon waking up and with more suggestions from the press 
and the radio, he may decide to buy that yellow convertible which 
he has been yearning to buy. He only has a few dollars in the bank 
but he figures that he can always borrow the difference. 

Thus it is not infrequently that we see a man incurring an obligation 
of, say, SI,500, from a finance company in order to buy a much 
desired automobile that he docs not strictly need to increase his 
productive capacity. Foregoing its purchase will not cause him undue 
hardhips. In short, the purchase of the automobile is more for 
convenience or luxury. 

If we examine further the case of our automobile buyer and even 
assuming that he lives in a state where there is a small loan law, 
irrespective of whether or not there is a statute imposing a general 
statutory maximum, we find that his needed loan of $1,500 is too 
big to fall under the operation of the small loan law. Our buyer, 
however, does not possess sufficient means to give him full bargaining 
powers in his dealings with the lender; and in negotiating his loan, 
whether through ignorance or eagerness for the new automobile, he 
may accede to an unfair agreement with respect to the rate of 
interest. A statement which is particularly applicable to our buyer 
is that made by Hubachek who says that: “There is almost a universal 
practice of advertising a figure as a rate of interest when in truth the 
minimum true interest rate is twice the advertised figure because no 
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credit is given for reductions of principal by installment repayments. 
There are the unadvertised fees and fines, the refusal or neglect to give 
adequate refunds upon prepayment, and the constant use of terms 
like ‘service charges’ to disguise interest.” 52 

This discussion leads the writer to believe that about the best 
usury legislation would be something like the English Money-lenders’ 
Act. As has already been stated, under this statute a transaction 
may be reopened by the courts when the interest contracted is 
excessive or the bargain harsh and unconscionably, taking into 
account all considerations. Furthermore interest is deemed excessive 
if it exceeds 48 per cent per annum. 

This iaw lends itself to great flexibility in operation not only 
because it applies to all kinds of loans, whether large or small, but 
also because each case can be adjudged ex aequo et bono. No case is 
precedent for another unless the circumstances are very similar. It is, 
therefore, not possible to give any exact principle upon which the 
court will hold the interest to be excessive or the bargain harsh and 
unconscionable. 

What will be deemed by the courts as excessive interest is not 
subject to prediction, exact or otherwise. We note a few illustrative 
cases. In Halsay v. Wolfe, the rates of interest on the first and second 
advances were 11 per cent and 120 per cent per annum, respectively. 
But the transactions on the third and fourth advances were very 
complicated owing to the manner in which the monthly installments 
not yet due upon the previous loans were brought into account in 
making the next loan, thereby making it difficult to calculate pre¬ 
cisely what rate of interest was really charged upon the actual ad¬ 
vances in eacii case. The Court held that the charges made by the 
money lender were exorbitant and excessive; that the whole course 
of dealing with the borrower regarding the interest and otherwise v/as 
harsh and unconscionable. Interest at the rate of 15 per cent per 
annum was allowed. 53 

In Whiteman v. Mclham, there were three transactions between the 
parties over a period of less than three years during which time the 
lender advanced about £16 and had been repaid about £13. He 
claimed £37 for principal and interest. The rate of interest worked 
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out to more than 100 per cent per annum on the three transactions. 
The court awarded interest at 10 per cent per annum. 54 

But in Shaffer v. Blyth, the rate of interest on the loan was about 
200 per cent per annum. The borrower, in necessitous circumstances, 
borrowed £75 from the plaintiff on the security of a promissory note 
for £250 payable by installments. When the plaintiff brought suit to 
recover on the note upon default of the borrower, the latter paid 
the advance and the court reduced the interest to 60 per cent per 
annum. 55 

In Jacobs v. Joicey, the interest on the loan worked to about 
300 per cent per annum and the loan was in the amount of £250 on 
a promissory note for £2000. When the lender sued the borrower for 
interest the court held the contract rate excessive and reduced it to 
100 per cent per annum. 56 

But the courts have not refused to uphold the contract rate when 
the circumstances so warrant. Thus, in Parkfield Trust, Ltd. v. Dent, 
the court held that interest at the rate of 160 per cent per annum is 
not excessive under certain circumstances. 57 And in Reading Trust, 
Ltd. v. Spero, it was held that interest at the rate of 80 per cent per 
annum is not necessarily excessive. In this case the court said: “It is 
not a case of a man who is in difficulties who cannot escape and 
advantage is taken ol him, and that, therefore, is harsh and un¬ 
conscionable. The terms were very stiff and his business was extra¬ 
ordinarily speculative, but he is was making large profits.” 511 

As to the factors that will lead the courts to declare a bargain harsh 
and unconscionable, no exact principle can also be given but one or a 
combination of the following circumstances may impel the court to 
decide for the borrower: “Helplessness or folly of the borrower 
known to the lender. * * * Misstatement by lender during nego¬ 
tiations. * * * Default clause not explained or understood by 
borrower. * * * Introduction by intermediary who receives a re¬ 
muneration from both lender and borrower. * * * Borrower not 
understanding the transaction. * * * Misrepresentation or pressure 
other than mere demand to pay so much interest. * * * Improperly 
tempting a borrower, as, for example, by sending him banknotes in 

s 't(1918), F..J. (C.C.It.) 02. 
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reply to his first preliminary inquiry the object of the money-lender 
being to avoid negotiation. * * * Lending money to a youth in hope 
of bringing pressure upon his parents or relations to pay. * * *” 5y 

On the whole the Money-Lenders’ Act has worked well in 
England as may be gleaned from the (act that since its enactment in 
1900 it was amended only once, that is, in 1927 when it was provided 
that when the interest rate exceeds 48 per cent per annum it shall 
be deemed excessive. The writer has been unable to find works 
criticizing the statute and this is not at all surprising since it is a 
remarkable piece of legislation. The English are a highly practical and 
realistic people and it is a tribute to their genius that they have been 
able to devise a law as workable as their Money-Lenders’ Act. 

Summary and Conclusions 

Traditionally usury laws have been enacted to protect the 
necessitous borrower who borrows small sums for consumption. At 
the same time, however, the lender must be permitted a reasonably 
high return on his investment in view of the risks that he takes and 
the high operating expenses involved. Small loan laws have been 
found adequate in this field. 

Usury laws which prescribe general maximum rates are not 
desirable because borrowers of large sums for production have little 
or no need for protection. They are not necessitous and they can 
bargain effectively. In this case the parties must be permitted to set 
the rate of interest as dictated by the money market. 

Lately, however, there has emerged a new class of borrowers. The 
borrower in this class is not exactly necessitous; on the contrary he 
borrows also lor consumption, either for luxury or convenience. 
And yet he requires protection because he lacks full bargaining 
capacity. Small loan legislation will not cover transactions of this 
class of borrowers and yet if a borrower in this class persists in 
borrowing he may have to agree to excessive interest because there 
is no general maximum fixed by statute or even if there is he has to 
pay “hidden” interest. Me may not be able to borrow at all at the 
rate he is willing to pay. 

It would seem, therefore, that the English Money-Lenders’ Act is 
ideally suited to solve the problem of usury because it is flexible 
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and can operate on all kinds of loans whether small, middling or 
large. Subject to proper modifications as may be warranted by 
local laws, decisions, public policy and social conditions it can easily 
be adopted by those jurisdictions where there is a sincere desire to 
eliminate the evil of usury without tipping at the same time the scale 
of justice either toward the lender or the borrower. 
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